PREFACE 


Econo-nic rtoctrmc h-s (ak«i loxig sindes ii\ recent >cars. The 
Icndencj has been to make tr not only more correct aod preci e but 
also more relevant to conditions as they obtain in the ts-Qrk*R*day 
uorJd In the process argument in many spheres have lendedio 
become more comphcaccd I have endeavoured to state the theory 
m as luad and intclhgibic a manner as possible If, in spite of it, 
certain parts ivarrant foncmtraled attention, the rs|d 2 natjDTi lies jn 
the tnaitrr uhicli has to be handled I must frankly admit that 1 hav'c 
not tried to maintain simplicity at thecost of prcascncss, or by elimina* 
tion of latest studi*s 

Tlic book is intended to m“et the requirements of Degree Students 
of Indian ‘UmvTnme* 1 am not unaware of the fact that there iS a 
great dnersitv in standards of our \^r^ous timvcrsities I hate, 
therefore rc!« gated bome points to the footnotes and <oiTic others to 
ippindices so that ihosr who are not interested m details, may skip 
over them For the rest I leatc it to the tearhers to guide the students 
m their cliowc 

The biok will also piote of great taluc to the candidates for 
die I AS and Allied Semers Ofeoune.it would be idle to suggest 
that an aspirant to ih'^c high posts ran rk-pend for anv paper so'ely 
on any single bor.k ^ef if papers set in the past are any gutde, the 
liook will ecnam'v l>c immcn el> helpful lioih for the paper on General 
bcoijomim a» tvril as \dvanced I conomirs 

Lconomic ihcork is untttrsal in the sense ihai it niaVea certain 
assumptions regarding human nature which arc uniVTfsally valid 
It i«, however, rekalivr m the sense that social conditiors and stages 
of economic dnelopmeiii difler from region to region I IiavT kept 
conditions prevailing in India actively in mind I havx dravm iHus> 
trniions from her hwtorv and the problems facing the country today 
For this rnson, the liook wiH lie found u cful bv the stiidenti in tlic 
underdeveloped ami undeveloped areas 

At ni4ii> places reference becomes necessary to arguments id idi 
hue lieen dcvcjtpcvl in prevaom pag a lor the crmvrniencc of the 
itaden it has been considered expedient to repeat tlie nrgurnenu, 
briefly or otherwa<e at pbrrs Some readers rnnv consider it a nec^eis 
repclition, but then wi'l be mans, t hope, who will Gnd it helpful 

It hav liegun to Ik realised m nany quv.nri-s ih?t the stndv of 
I c»>nf>inics m« t be preceded by a ihori course in Mathematics Some 
i b-wir knowledge rif riiaihematical methods and concepw « indispensable 
ih- of modern icormme Theory Fhe stiKlmt must povvess 
tome Lnowlnlcv of algebraic cquatmr^Dd live ol graplo A ki nw 

lcd;;c of the ritt-jtiif of iVi r'^intf if 


\ 
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at\trfER i 

scope AND 1‘URPOSn 

The Scbject.m \TTtR or Ccosouics 

G ■) C' h l t^iT J srnpti rj anj r Tit re nrr o mrlliOfls 

of appso^ch lo Ilf question of sulj<^t muter of Lconomics Orir w 
to tltTTnu itc the tonics wlttrh tall within rjutgr flits piocctiuro 
has the uKinui^i’ um it t» po^ib’c to drxw a list of t picj on which 
m\n\ icrjiiotiiij s would For imla.ice it is f,«-ni.rxfl) xjrrcd 

that Va:oromio. ova's with nnuers lAc mconcs iitq ‘oyiv nt, puces, 
CO Kump ton, sxxinc, m\esiTnc'«, Is-irrowm?, let din:; ct , cti. Tlie 
liminimi tf this ircihod, liowcxTr, li tUit we can nc\-cr btsau 
that tla 'isi o drawn is ctltau, m Ixtrv nntc x rt\v topic is 
su^g'sten f *' iiirh Mon m (his course of study, we w !! I 'isc to 
appeal Ki the opuuons of Icidini; ecoromuts to comi. to a decision 
And the d cwion wdl inetUib'x Ik arinttarv 

The oth r method is dm ot dtlmiuoii Tic defifition of a 
siilyct mu'i s I forth the entmoo on the basis of ssluch is decided 
which prob'ems fall xsnhin its pwmesv In wJicr word*, ii «pccifics 
the cinract’TKiic (or chsrxctcruiics) common to the topics inclLdcd 
tnthestudy md absent from those which arc c’tcludcd Urf ftimttr- 
h, (here is n di*ngreem'*ftt nmonj; the economuu rcgxrdini; \shni is 
Inc dcnoinmatur common to nil economic puihlcms A numticr of 
dcfinuiona lias-e been advanced We shall state nnd c'camine three 
of them ^ » 

SmUh ard Sa) ‘Economies is ihe science of wrnlih”— this 
definition is qcn'ralh a jrilmtcd (o Adam Siridt Tliis sentence 
docs not exist annshcre in h« wxjrhs There na> ncxrrthelcss, 
reisons to h 'ics'e that if he hail Risen ndefinUion, it wouldhas'crunin 
this strnin He named his book * An Enquiry Into 'Hie Nature And 
Causes Of Wealth Of Nations ' Secondly, he considarcd economics* 
as sy-nonymo « wuh a study of “tlie nature and causes of wealth of 
nnliora ’ * Thirdh, lu mentioned two dwtincl objects of political 
economy, cu to enneh the jicoplc and Uie soxccciRn I,asily, J B 
Say, the most imporiajit expositor of bis tliought, defined the subject 
as a study of the laws which ^oiero wealth 

Tile Camiliac topics of discusion enumerated above (incomes, 
employ-mcjit, etc ) base this feature in common that ttiey relate to 
the p'ocuTcaicni and iwe of wealth Tins, then is the characteristic 
whidi, according to the classical cconomuts is the common <!eno- 
minxtor of ccoi omic problems 
t ] IIeu»»ihecld name rtc,ft>*itkaffi9ac^7 

2 via Enisvy }rto Thi As w Jttf C«w» Of WtaU OJ AaJ«w (C^nan 
Edition), p 643 



2 


ECONOMIC THEORY 


'Ufred Marshall. According lo Dr. Alfred Mar.shall, “Poihical 
Economy or Economics is the study of mankind m the ordmjiry 
busincss'of life. It examines that pait of individual and social action 
which is most doselv connected with the attainment and v/ith the use 
of material requisites of well-being.'" Evers- jicison s|H’nds Ins d-ay m 
various k'mds activities. He may , for instance, attend religious meetings, 
go out for a \valk, join some marriage party, allend to his busuiWj 
go out shopping, play \sith his children, etc., etc. These dificrcnl kintis 
of aclhiiies claim his time, thought and exertion. The attainment 
and use of wealth claim more time and thought than any of hLs 
aciividcs. Such actiritics constitute the ordinary business of^hu* 
Not only is a major portion of his active life spent in these activ-iues, 
they also claim the choicest hours of the day, hours during wlncli 
he "is at his best. Also, motives behind these activitic-s, that is, the 
desire to have a high standard of living for himself and for his family, 
exert a very powerful infl-ucncc on his actions. Religious motives, 
patriotism, and love may exert a stronger influence iJiaii economic 
motives, but the latter predominate' and exert themselves more 
frequently. Economics thus deals with our wcaltlt-gctiing and 
wealth-spending activities which claim most of our time and which 
are irtspired by motives which exert a strong as well as frequent 
influence on our life. 

Dr. Marshall did a great scrt-icc to the science of Economics 
by stressing the human aspect of its study. Economics is a study of 
svealth, but the more important fact about it is that it is a study of 
man. It deals with men and not with things as such. The interest 
of the student of Economics in things is only a derived one. Wealth, 
which lies beyond die reach of man or which cannot otherwise Im 
yoked into service for mankind, is outside die scope of economic study . 
Paramount importance is thus to be attached to man in all economic 
analysis. 

The most important fact which flows fiom thb stress on human 
aspect of die sdcncc is that the ultimate object is to promote human 
welfare. Economics is concerned with earning and using material 
requisites of well-being It is, of course, the duty of die economist 
to study facts and formulate generalisations. But of what use is such 
a study if the generalisations are not further employed for the promo- 
tion of human welfare? Poverty- breeds misery and. degradation. 
The economist aims at gradually reducing its intensity and ultimately 
completely extirpating it. 

Economics deals with actions of economic or industiial groups. 
It studies how the producers, the consumers, the borrow-ers, the 
limdcrs, the bankers and other such groups arc likely to act under 
gieen circumstances. Economics also takes note of indh-idual 
actions, e.g., what a producer or a consumer is likely to do when 
conations change in some given manner. But actions of isolated 
individuals do not interest the economist. Inditrduals may 


3 Principle Of Econenia fEighth Edition), p. 1. 



lia\f their rconomic jiroWcm? Init the rcomimNt enter* iKe fiefdonty 
Mhen mdiviiUnt action comes to h x\r •* VKial »ii;mficnjicc Economics 
thus deals \Mth man as \ sex-ialbciiK; It j$ ^ social saence, « hrinch 
of soaology 

I>«tK Marshall jvjuxi si sntt that rconnnnc studies must 
proceed on sticmilic lines Ihc purpose may 1)C to find out remedies 
of economic liU, Imt a saentihc siud\ cannot proceed \Mlh nn esa: 
strictlv on the practical pmblnns riie ccnnomist must be jircjiarnl 
to tackle not sinly iIkjsc probbins which fice mankind nxlay, but 
also those which iiv hkrly lo fare them »« future TJje economist 
keeps his fm on ilic jjround But iwaciu d romukrations are not 
lus only guide If he coneentraies on actual prohlcms only, hi* 
efforts would end m a Inindle of hits ot knowledge Tlicre will, 
then, Ik no science of iKononncs In fact the process of leasoninR 
may sometimes lead him to conclusions which arc not of anv praciictl 
imjiottancc today \ el he ought to state and record t!io«c conclusions 

Itaiifl Robbins flie other driinition which deserscs considera- 
tion IS that of I'rofessur Lionel Rohliins Ad im Smith spoke of in- 
creasing the wealth of a c uiutry by improsing its producttN'C powers 
and hince production Latensicti of division of lalxiur and increase 
of caj ital were uggested as ihe roads to nrosprrity He, however, 
did not consider what has come t ► lie nlied Uie allocahve asptet of 
economic problems ^^oold for example society Iw prosperous if 
r\Try countrv m the world $jv*ciaUsed in the production of pins only ’ 
Olmoiisly iiott A large vancu of k«o<1> have lo be produced and 
the resources available have to lie allocated among them Robbins 
has defined tconomics m Icniis of this allocative atjaect of human 
actisicv 

lie starts with a cnttcum of other definitions, especially 
Marshalls The phrase material requisites orwelllKing’ comes 
under heavy fire ^Vage5 of a teaclier or a juggler rcsull from sen ices 
which do not produce any material goods and these wages may be 
sjKrnt on immaterial servaccs hkc a theatrical show Thcir earnings 
arc as iiiurh the subject matter of Economics as anv other tamings 
Even Marshall himself would liavc included their services in product ivc 
lalmur, became they command a price in the market And vet, 
ihcir wages have neither been earned by protlucing material goods, 
nor have they liecn spent on any material requisites of well lieing 
Robbins enumerates conditions which give rise to an economic 
problem Human wants are multiple and various Tlicir number 
is infmitc and thcir variety unlimited An attempt to prepare a 
^rnplete list of the wants of any normal person must prove abortive 
iimc and resources available ro inan ttj meet bts w’a/iis ire Iinufed 
He cannot sausfv all his wants Human bclnvjour in these circum- 
stances ;wsum« the form of choice making Klakmg of choice bet- 
ween ends in the allocation of scarce means iv the characlcrislic 
common to ail economic probletnv Here is the key to atnvme 
at a deriniliofi of Economies ° 
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ECONOXaC THEORY 


In fact, t%\o more conditions are indispcttsablc m the oa'.trncc 
of choice. The rcsourcc-s arc capable o! alternative appHcaUon. 
Time can be employed in ss-ork or for leisure, l^and Cv'n be ti'cd for 
building or for cultivation of clifierent ciop'-. If the icioinccs arc 
scarce but can be used only for sp-cific ]>iii-post-3 and have no alter- 
native tiscsj the quesdon of choice would not aris'-. Aho, choice would 
not involve any cvercise of judgment if all v.ants were equally im- 
portant. There will he no problem, unless wants arc of unequal 
importance. 

Tims there arc fourcharaetcrisocs of cv cry < ronomic problem — 
ends arc multiple: they arc of un< qual imp irt.tncc; means to achieve 
the ends are scarce: .and thev are capabh of application tov.aids 
alternative ends. Human behaviour in siUK.iionr. v.her'’ ihese four 
conditions ho'd good, foims the suhji-ct-iraiu r of Economics _ It 
studies human behaviour in the allocation of scaicf mean^ to multiple 
ends. To quote Robbins; ‘Economics is thi ^o-nre which studies 
human bchavnour as a relationship httwein tnds and scarce means 
which have alternative uses 

The word'scarcitv'is not to be aiicrrrt.t( d in anv absolute sense- 
We do not fix upon a quantitv and s?v that if the .actual amoum is 
less than that quantity , the thing is scai cc. All dep''nds upon demand- 
v^caraiy means that the quantity is limned .as comp.irtd with dem.'’nd- 
Tfae same quantity of tomatoes becomes mo: e scarce in a communilv 
as soon as its vntamLn-value come,, to he Imov.n. .'vrew vears back- 
large heaps of tin-scrap were Iv'ing in Delhi ..t various places and 
tin-scrap was not a scarce coramodu> ; it was a free good. As soon as 
it was found that die Japanese have a use foi it. the same quantity* 
of it became scarce. Thus, there is nothing intrinsic in a quantity 
which makes it-* scarce. It is the cxttni of demand which makes 
a good free or scarce. 

That aspect of human behaviour which consists in the applica- 
tion of scarce means to multiple ends consiituics the economist’s field 
of study. The economist is concerned neither with means nor with 
ends as such. Time at our command is given — twenty-four hours, 
in a day'. R^ources arc abo what they are. Nor does the economist 
uphold one kind of wants and condemn another Itind. He is neutral 
as between them. Resources, on the one hand, and wants of the 
people on the other, arc given data with which he starts and studies 
how the former arc disposed of for die satisfaction of the latter. 

y It must be noted that Robbins' definition is analytical as 
compared widi jNIarshaii’s which is classiheatory. Marshallian 
approach v.oidd divide the activities of man into two categories, one 
being economic activities and the other tion-economic activatics. On 
Robbins approach, it b only one aspect of human activitv, the 
scardtv or tlie choice aspect, which is studied. 

Robbins has been called a modem Ricardo. Like Ricardo 
he presents a te rse but powerful deductive logic. He also believes 

4 On *I7i* Hahne A7:SS:^n'Jicc^i:e OJ Era tw'nic ScUncSj p. 16, 
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m thr vmiNx-mluv of tconomic Iiws Bui thr mo«i important 
Ricardian ftriuirc in RoBbiiB* d«6ntu n tint I conomio^ is to be 
divorced fiom the quesuon of welfurt The tcirn vnlfirt hit 
clhici) implintiom and the rconomui Ins no ngin to lx* i monlisi 
rconomics if it u to l>r vtiirfud js i srwncp, miv on!> formulitc 
universal laws it should not prinouncc irv judiimcnt on difftrcnt 
ends 

RcrtEcnoNS ov tjie Qiestios or Deuvitjov 

Merits of Marshalls dr/tuU a To hfuituill goes the credit of 
hiving stressed iinjio! t ini th incu i ivtics of our course ol study — 

tint man and his u« U uc art the jwimirv conct rns < 1 die economist, 
tint econoinif inniiv conusis in pjodooifg, exchinging ind »•-' ig 
wealth, thii th» econonmi is ciinccrned with Uic sotiil imp'ications 
of the individml md group actions tnd dut the sUidv is to proceed 
on scientifir hn« ind not slrutlv with leierence to imnicthifc prol)» 
IcjTis The occurrrnrc of die phi i r mairrnl rcqmsitesof will Ixing ’ 
in his deluution is howrvtr, untoriunatc His own definition of 
wrilth vsou’tl mcludi gooth as wvH as strvicra m ihit cilegois If 
we ivtre u uphee materid requeues of well lying’ 1 j the term 
‘wcilth and thus defire lonoimr ac!mt> is jjidividiia) and social 
action which tv eo'icemed with the production and use ol wcilth, 
there « httlc m Nlarshalls defimtiti with which a Jirgc mijonty 
«r economists viould not •'tjrec 

\ffnUo/ Rjbbiiu' Jrfrniltrn Rohbuis iHmcs credit for roeuuing 
itirnlion on the tllociiivr aspect •>} economic activit) Economic 
problems must ly disimj,insh«d from itchnic il prohl ms A tedimcal 
problem irises wUei a given thing is to be produced and a choice is 
to l)c mide trom imong difh rent inethoth hj u Inch it can be protUieed 
An econonne problem ins*s vsben we hive i number of ends and a 
number of nicvns (scarce though) and thv. ’alter have to lit distributed 
among the vnnous ends \ uchnicil problem arises when there 
are man) means and one end while an economic problem irises 
when ihere aic many means ind many ends 

CnbfijOT r/ Pabliinj' drjirttiou But Robbins’ definition has its 
sho tcomings riicre are manv questions which cannot b^ any 
strewn of iniagmuion be clossctl as economic problems and yet, on 
Robbim drlniiion thev have i claim to be so coisidcrcd Jvo 
doubt, the division of tune between wort, and leisure his economic 
imphc.vUons But once i person has deaded this, he hw to further 
distribute bis leisure time between going for i walk, p'lying widi 
cluldren, pny v.rs, md altrnduig political md other mceungs, etc etc 
Here IS scarce time being allocated among various activities and vet 
there ire no economic imp’ieauom of it Second!), Robbim would 
exclude from economic discussion prob’ems which arc univ'ersilly 
accepted topics of economic interest but whicli do not conform to the 
^estof scarcity of mcaiu vTJr V K R. V Rao Ins pomfed out 
tliat, on Robbins’ definition, we accept the ideal of avoiding wastes 
by u mg the minimum of meins This »s correct so far as mitcriil 
resources arc concerned But man b also a means in production 
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In his case wc have often to face a djfiercnt kind of problem* tho 
problem of unerap’oyment. The problem of mu mployment is 
course not the problem of scaroH ; it is just the reverse oi it. 

There is one last point. Economic problem, according to 
Robbins, e.vists vhtn tlurc is scarcitv and a choice has to be made. 

He tells us that exchange economy is oniv on' of the dilTcrent Kinos 
of economics wliere economic problems exist. VVe agree vvith him 
that economic problem*^ face Robinson Crusoe Tlicy also cvis 
in a soaa’ist ‘^oacu of the kind ivhtre cxchanp: forbidden, the dictiUor 
usmg evervbodv as he likes and giv'uig cvcrvltodv what lie liVies^ But 
in these two kinds of economics the economist has no job. It is only 
in an ecchangc economy that problems of pnccs, exchange, cmp.oy- 
ment and tariffs, etc , arise. Existence ol economic problems 
not mean that there must be a science of Economics as vvcH. A 
science of Economics is required only when economic problems assume 
social significance and actions of one group affect other groups- 
Economics studies the social aspects of indiv idua! and group actions 
in earning therr living. 

Conclusion. Economics is one of the social saenccs which have 
as their aim the study of social relations as well as the implications 
of such relauons. The studv of Economics must throw light on how 
economic activity influences “the complex totahiv of relations between 
man and man which make up what we call society We, thcrefotc^ 
conclude that Economics deals with the 'ocial implications of activity* 
of mankind in relation to production, exchange and use of wcaltli- 
The Role of Economist 

D'scnplion end analjsis. Tlierc arc three pos'^iblc functions which 
the economist may assign to himself. First is the description and 
analy^s of economic life. The pganlic-mTCrrtrm1F“dr~thTr'irasting 
TCohoinIc'svyrenrhas- ter be studied and its working explained. But 
it is just not enough to describe. Its inner structure has to lie exlubitcd. 
Relations of interdependence and causalitv between its various pat ts 
bavc to be brought out. Thus the economist has to search for unifor- 
mities in the administration of scarce means foi the production. oF 
wealth and thence formulate generalisations or laws. 

Forecasts. Secondly', the economist mav anticipate future 
economic problems and thus enable tlic statesman to be forevvamea, 
and, if possible, forcanricd In a period of rising prices and increasing 
employment, for instance, the economist ought not to devote his entire 
attention to proolems oi boom ano inflation; he should also tliink 
oi what is likely to happren when inflationary forces have worked 
mcmsclves out. It is said that the economists have fared poor in 
orecasting economic ev ents and that they can perform onlv posl-morlem 
op^Uons. That is probably too true. But that would be a plea 
, against p rc^ nosti cation into the future but against ill-equipped 

uuoimsts The economist has to improve his equipment. He 

5 Paul M. Sweeav, The Theory Of Cef„rebst /Jtrf.’.jSn'ut, jv. 7.. 
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has to study more and go deeper into things so that he can forecast 
furly correctly 

Suggfslton of policies The question of the third function lands 
us into the domain of controversy Should the economist apply 
Jus knowledge to praciical poldems and suggest poliars^ Many 
economists hold that Fconomics is a positnc scuncr uhich explains 
and forecasts but which docs not make any recommendations 1 he 
economist, according to these wiiiers is not to uphold or condemn 
His findings maj throw light on practical issues but he docs not plan 
out bis analysis %Mth direct relejcnce to such issues In mattais of 
policy, his role is that of a torch bearci He exposes Uie 
results which arc lik ly to follow if certain pohcics are adopted Not 
that he makes a choice for the statesman, he only helps I im to make 
his choice wuh eyes open and with a consciousness of what he is out 
lor 

Let us sec in what sense it is correct to say that the economist 
is not to pronounce any judgments If m upholding or condemning, 
moral standards ar to be applied the economist is not t)jc person to 
doii Among wild races dagg rs may be a necesut) Thrn the eco- 
nomist will take the svant for dagg rs as gisxii and study it Similarly 
if a rich nation bche%et m night clubs it is not for the economist 
to tell that such a life is destructive of character Nor do« the 
economist, as economist praise or decry the forms of government 
Q,ucstions like democrac) tasus dictatorship or conrcdcrahon versus 
federation do not belong to his fiild He takes the political 
framework as well as moral standards as given 

CriUna of volit judgnuat Tlic economist has his own criterza 
of value judgment The objective a to maximise economic WTlfare 
economic welfare refers to satisfactions which members of a com- 
munity get from the use of goods and services wluch become avail- 
able to them The larger the aggregate of these satisfactions, the 
larger w welfare Economic welfare is thus constituicd of satis- 
factions which are diincuh to measure directly Indices of welfare 
can, however, be found in a nnnil>er of factors 

First 18 the size of the community s caming per > ear, x e annual 
production The larger the size of annual pr^uction, the higher is 
economic wclfirc Human as well rs material resources of the country 
must lie harnessed tovvtrds producing maximum wealth It must 
be noted that this does not necessarily mean the use of all the resources 
Tor instance, land may be rather loo much for the workers available 
Maximum production docs not always imply maximum U'c of 
resources it means the best use of re ourecs Policies and practices 
wluch increase producijon by Ijeiier utilisation of resources are 
approved by the economist Those whicli reduce production are 
disapproved 

Wc have pointed out above that we have to make the best 
ol given resources But as, following Dr V K R V Rao, 
wc have already said economising may not be welcome in respect of 
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man-pov.’cr .tI a limo whm uncmploymcm is thu-at^'n-n'4. ~ 

may be replaced by men fven thmiqh the output ot outpu 

per man or ouiput per unis of co^i diminishc';. UiH mp.oymcn^ 
causes demoralisation and dej^radation. As the iiUimave purpo'C ii 
the uplift of man, maximum emp’oyment comes to lie an_ end tc 
itself. Maximum employmtut mat h; taken as a constituent o 
economic welfare ihouch, strictly spcakinj;, it floe not coii-orm o 
the definition of economic welfare given above. 

The last factor is ilic manner in wi.kh wealth psoduffd is dis- 
tributed among different p-oplt in the e<>uulr\ . H'Tc an appeal is 
mad'’ to social justice. It is said that <nds 'if s'lria! iasiice arc not 
served if the dislribulion of incomes and oppoi’uniii"' is <o ime'’en 
that<=ome havt enough lor their dogi while otii< rs do not h we enougn 
for theii cnildren. On tlic other band, none has (’.ii suggisied that 
everybody should gel the same ineorne. Sires t,f famiiif s and i cquirc- 
mcnis of professions and po.iticns being oiff rent, ccpsi' ireomes wTI 
mean unequal distribution. Some diffcrence.s must remain, bat it ls 
not possible to define exactly what differences mas Iv- .allowed so that 
the distribution is idea! and cuds of justice are squirt !y met. All 
that can be laid down is a broad criterion that inequaliti's in incomp 
and opportunnics arc, as far as po'siblc, to be rtdiiced. Economic 
polidcs. in the words of Planning Gimmisston of India, “must aim 
both at utilising more cfiectivcly the rcsouiccs, human and material, 
available to the community so as to obtain from them a large output of 
goods and services, and also at reduang inequalities of income, wealth 
and opportunity.’’'^ 


From our dismission the fohowing conclusions emerge. Eco- 
nomic policies are to be judged by their cffi;cis on production, cm- 
jiloyment, and distribution of incomes. All these ends are not 
always compatible. For instance, more employment may mean 
less production. But the human element must predominate. The 
economist will uphold those policies which satisfy th''se criteria, taken 
together, the most. It must, however, be noted that v, hilc the economist 
does appraise the values of policies, he is not the person to apply 
those policies. That is the job of those who handle the reins of 
govrirnment 


W e have mentioned earlier that Robbins has objected to allow- 
mg a place to the concept ot wcllarc in the field of economic study. 
He points out tiiat Economics studies about produciion of things like 
hquors wnicn in no way p-omotc economic welfare. There arc, 
owevCT, two ways in which use of liquors influences welfare. First, 
,v constituted of satisfactions, use of liquore increases 
f of those who consume tlicm and get satisfaction 

a lSih Secondly, use of liquois, a? least beyond 

veallh \Vht1r^ eicncv', imd thus i educes people's power to produce 
weahh. ^dy-mg the factors which iameace production and 

we must also study the factors which reduce them. Even 


‘arc. 


^ Fik; Tear Plan, A Sjnmaiy^ p, 1. 
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fl'hmvtsc, th“^/»»^'-'ai>4rt€omi^ncy iq Rohbins’ simd Hjs o»n 
■defimtjon of rcoaorSucs implies that tlie question of \st!faic is an 
integral jmrt ol it Scarte me^ns have to be cconomisca both by 
mdindtj^ as well as ‘oriely That means a rational choice la to be 
matle And rational choice is noiliing different from unhung means 
in such a manner that maximum satisficuon results If maxmuim 
satisfaction is not icaliscd, then the means arc cot being economised, 
•ot, the choice is not rational It is tins maximum satisf"*cuon \shich 
IS s\e!fare in Economic' Outs is a sati'factjon in rcHtion-lo-cost 
approach Chocc nhich produces maximum 'atisfaction uitli giicn 
means or produces a giseri ..mount of satisfaction fiom least resources 
is rational 

U ma\ be objected tnat in the mattci of suggestion of po’icies 
the economist proves oilj ^ jack of all trades Lconomic actmtv 
ol a country u Lonsntuicd of us agriculture, industry, trade, bankmg, 
etc A bankci is ohvnoudy m a better position than an economut 
to gaug* the eff cts of a given pohev on bankiug SimiHrl) specialists 
rn agriculture commeicc and mdustiy irc better equipped for 
advace on the r<.percu»siois d a pohey in their lespcctive spheres 
When, does ih n ii ma\ lx* asked, iht ceonoinist come m’ Tlie 
answer w that the speciiluts m the different wings of economic life 
have a secuonal approach II the effects of a policy on banking me 
favourab'e the iiinker wall acclaim it otherwise he wall decry it 
Similarly with otlvcr specialists The economist’s appro.ach to different 
pohaes IS oaiional He judges ihe repercussions of a policy on the 
vanous wings of economic life weighs the merits and dements, 
and then says whether u will promote or retard economic welfare 
of the tommumcy as a whole 

The Por>OjE or Study 

Three Branches of Eronomtcs The economist is to suggest policies 
which will promote welfare by increasing inromt? employment, 
and efficiency and bv reducing distributional inequalities Analysis 
ol actual problems and suggestion of policies for practical appbcation 
IS Applied Economics There arc two more branches of econoiiuc 
studies These arc Descriptiva: Tcoaomics and Theoretic or Pure 
Economics Dtsciipmc Economics studies the economic firarrework 
ol the country as it is and as it has developed lu Pure Economics 
aie study intenelaiions lietwcen vanous economic phenomena as 
jvs well as their cau' s and rfiecis and arnve at generalisations Tlie 
ultimate piirpos” of all economic studies is to help economic frame- 
work being so cn^gincercd that it txnduccs the best result' Thus, 
both D“scriptivc and Purr Economics are meant to subserve Applied 
Economics 

tVe arc la this book oonccnied with tlicTlieory of Economics, 
the purpose ot which is to make what has been called ‘ .a box of tods” 
lake evTfy theoretical study. Theoretic Economics aims at formulat- 
ing laws regarding the phenennena it undertakes to study It 
emmaates general principles Ends belwxcn causes and effects arc 
traced and thence generalisattoo* m laws are arrived at 
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were in difTcrent stages of ecanoouc development and also diiT red 
in mmy other respects 

Some natural laws are also rdevaui to cconoiinc study Land 
left to Itself (or some tim* recup rates its itealth Continued cuitu ation 
ofland under the same crop leads to a gradual dejenoranon offertiliia 
The economist must be aw-are such laws of nature Similarly , the 
famous law of diminishing rctunw which occupies a very important 
|dacc m economic analysts is a physical law 

The student of Lconomics must also taVe cogmiance of some 
axioi|iatic laws and seek their aid in lus anaUsts The most important 
economic axiom is that men havt. wants which arc numberless An 
axiom vditch occasionally comes handy to the economist is that 
the productive capacity ol a limited quantity ot an instrununl or 
production cannot be unlimited Another instance of an economic 
axiom IS that a labourer cannot put tii his best il the climate is 
extremely liot or extremely cold 

Some of the natural sciences have reached such a stage of 
advancement that it is possible to lay down very precise and exact 
laws A student oi Chennstrv can tell us with absolute certainty that 
one atom of oxygen and two atoms of bvdrogrn will pioducc one 
molecule of water There are however other natural socrtccs, like 
Meteorology, wliere die progress made is not as mucji A metcoroiogisi 
can nevYr Ik one hundfd p r cent certain about lus calculations 
because there is a possilnlitv of disturbance from many 
unforeseen factors His forecasts must of necessity, be couched in 
the language of ]vrobabilui«> Economics also falls in the categoiy of 
saences ol probabilities There b mg a multiplicity of factors involved, 
the very nature of the subject d mands that its student speaks lo 
terms of probabihiies At l>cst the student of Economics can indicate 
the direction of expected cliangc ii lies far beyond his power 
to indicate the magnitude of the change He would of course wash 
that he could formulate as precise laws as a student of Chemistry or 
Astronomy or Phyai~s can Ihrre is nothing however, in this 
imprecisencss to discourage him from the study of the subject There 
arc many such imprcase saences which arc rendering a useful servacc 
to mankind Take, for instance the saence of mediane Aphvsician 
may not be able to say whether a given medicine would prove 
clhcaaou*, or precisely how long »i would take to cure the patient 
\\ c do not blouse of that, give up the study and use of m'^dical 
science Quite similarly in the economic field, a malady may prov e 
loo chronic for the suggested remedy, oi, the effect product may 
not ccoroe )s> fvptci-7ti£vij, le? jw? Jcwg'As >»c A.’ww^ iht dj.rrcJ.vw? m? 
which It would pull It IS not inadvisable to make of it 

App!:calton of tconom\c laus Economic laws, which result frem 
the study of economic theory, eonsiitute the economist s “box oP 
tools These tools are to be used wath care because of their hypothe 
tical character In Applied Economics they prove useful in vanous 
ways They are like the basic matheniatical formulae (less precise^ 
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CHAPTER Ij; 

THE PROCEDURE 
The QuEsnos of Method 

There are three posstbie locthods of procedure available to the 
student of Economics for aniving it generalisations These three 
methods ma^, for convenience, be called the statistical metliod, the 
method of controlled experiments, and the deductive method 

iStdfuticof mrl^od In the statistical method the procedure is to 
dig into historical records and find out how various economic interests 
— banXs, industries, agiicuhurc,etc — responded to different changcj 
Did, for ceamplc, loans advanced by the banking institutions increase 
or decrease when the Central Bank of the country raised ns discount 
rate B> making a rurolcr of such studies vve might be able to 
come to some generalisations which help us to lay down policies or 
to make predictions about tjic fuiurc A iroment, reflection will, how 
ever, show that absolute reliance on tl is method u fraught with 
dangers As alread> mentioned, economic phenomena are complex 
and are determined by a large number of variables Consequently, 
It i$ difBcult, nay, impossible, to name two situations whidi are 
tniiTtfy similar As wc study the events of the past, we might find 
tiie resnUs of gi' en policies dilTcrenl m different cases and hence no 
generalisations may be pos ible If at all we find some similaritytn 
cases studied and thus arrive at some general rules, we might fird 
these rules b^iiaying invalidity when tes'ed on situations tliat artse 
aferwards To talc (he example quoted above, (he Central Bank 
might have raised lU rate of discount thticc (say during the war, 
m *oine more or less norma! year, and during a period of liigh 
planned activity) and the changes in loans advanced by banking 
insittuiions may liave been different in the llircc cases The student 
would then be at a loss to draw any inference Thus statistical 
method cannot be very helpful in economic studies because of the 
multiplicity of factors involved and a great variety in situations 

Mtthod of eonlTolUd rx^rnmniij Akm to the statistical method i» 
the method of controlled experiments This method is extremely 
suitable for a science like Phy«ica where the apparatus consists of mute, 
lifeless article 8 which can easily be stored man alnurah ^nd taken out 
and used at will Kot $a in Eranomics The materi il to be handHI 
here consists of human beings and, at that, groups of them Tlxe 
economist has no right to encroach upon Iheir freedom It is almost 
impossible to bring together a homogeneous group of them, say the 
buyers in a market, and ask them what quantities they would 
purchase at different prices Even if we could bring them together, 
we cannot compel them to speak out their minds Someumes they 
themselves cannot say how mucli they would purchase at a given 
price because of the possibility of higgling Lastly, even if wc coidd 
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\j5'’lcss because they do not help lo lay dossn a uniform code of 
economic po'icJM "niis criticism is, however, unjmt ^Vhoc\cr 
can deny the relatniiy of economic laws’ Wc have already stressed 
tint most of liie economic latvs are Iiypothcticai If a saentist arrives 
at some conclu«ions on the basis of some assumptions, and m the 
application of the conclusions forgets about the assumptions, the fault 
1 $ purely his and not of the deductive method bimilarly, if the 
deOuctts'C reasoning is careles Iv or indifferently applied, the method 
does not come m to lilamc For the wrong use of t tool not the tool 
liut the craftsman is the real culprit ^^e must dearly distinguish 
between the errors which may be committed by defective reasoruog 
and the place whicli correct deduction should occupy in the field ol 
a scientific enquiry 

Concluston Though the method of deduction is the method 
mainly followed, yet it does not cxdude the use of other methods 
The vahditv of the theories dc\e*ope<l uith its help are repeatedly 
tested ngsmst experience Tim testing of course, encounters all 
those difliciiUies which ha\c tjcen enumerated m the discussion of tlic 
statistical method Repeated attempts nCNerthelcss, help to danfy 
ooubts Tlius, the economist like all scientists, must use a)] the 
different methods of stud> which are aiadable to a scientist None 
of these methods IS superw in us own right That which sets cs best 
18 the best y' 

^ Statics avd Dysasucs 

Eeenemie staltts Tlie terms statics and dynamics have been 
imported into Economics from Physics but the meaning* attached 
to them here arc diflercni Statics of Physics deals with situauons 
in which there is no movement Lconomtcstatics,on the other hand, 
deals with situations in which there » nio\xnienl but no change 
In such situations, productive process goes on Goods continue to 
lie produced day in and day out, but there is no change }«cau<e the 
fundam«ital conditions arc 

Wjat are these fundamental conditions which are assumed 
to be fixed According to classical economists a stat onary state 
IS characterised by constancy of population and capital \Shen these 
two factors arc givxn wag« and profits will aho not change 
J B Clark mentions five factors, , mpulauon, capital, methods 
of production forms of individual establishment, and wants of the 
people ‘ In other words, the condiliom on which the annual output 
of goods and the pne- JevTl depends are given Wc may sum up the 
fundamental conditions of a siauooofy svaie unoer three heads 

1 PrcJaeltee rtsojftts This implies fliaf population and 
capital do not change Of course, the quantity oi known natural 

1 An important d fTrretice brCwoM (be cUaio) efCor asd Ct^ilun Wcw 
It ihal wl lie acmd to the fimrreontmeY ofibe faeton trrrttiaaed ii 
rcfu]| tquihbHsunr forte, acrordin^m CUri corutine^ ia tbr eotx} ikvs ef 
eiju 1 brium. Cf 1. Robbuu, Ccoerpi cf StnWonsry CquaibnuiB TV 
3 -iinut Jane 1930 jxTtH 



16 


ECOKOMtC THUORY 


it'ouiccs is also given. A& the quantity of capital is assumed as ^ 
the qualitv ol labour and natuial resources cannot change. ^ It itti.y 
also be pointed out that fixits of capital implies that tlieic is no nc 
saving. 


Knovilrdgc ard lechmguc. Under this head fall the methods 
of pioiuction and lorms of mdisidual ( stablishmcnl mentioned 
b> J. B. Clark Mi thods of production and productive resource 
bcing^'iven, it is onK a givc.n si/.c of the output v hirh can be produced. 

V 3. Ta>Us of cnnsvmers. We base ahtady a'-umed th.it size of 
the population u givin. 11 tastfs an* also givin, th' chaiactci 
ol demand doc'- not change. In oiiui words, quaniitifs of commo- 
dities 1 hich siouid be dcinaiKh d at \anous prices an gistn data. 


Given tin abo\e dine factors, dun is one = 1 /'' .and kind of 
aggicgctc output at w’hKh cquihli'nmi will of established. The 
poatioa ol equiUbiium will hi such wi'h givin knowledge, 

the gisc.n Ksoiircfs aft adjusted to tlu dtmand. of th< pfop'c. If 
there IS disoqtalibiiuni, that i', il disuibution ol nsourers is out of 
adjusimeni vidi nquirtn'cnls there will be a moetincnt tov ard> 
adjustment Once adjiisimcnt is achiceed, ih' s.iriic distriuution of 
tesouiccs IS sought to he r pcated. Th'ie mis, howtvci. be dis- 
turbances on aeiouTit ol lailuie of taiUi and the nk ' Sialic analysis 
applies cqualli lo fquilioruim and inoecments around it. Fluctua- 
tions arq^-thus prrm ^sih'f in • siationarj slate Study of fluctuations 
falls within tie find of siaiic analysis. 


■/ Camparatij! Statics Suppose thcic n a change in the fundamental 
condiuons. Ihc given data change. 'Ihcic wall now he a new 
posiuon of equihbnum, a different output and a difftunt price lc\cl- 
And it is often of interest to compart die two positions ol equilibrium- 
There arc two sets of data. What will be the position of equihbiiuni 
with either set ol data can be determined 1>\ methods of static analysh- 
Tools of slauc anaU-sis can, ihciefore, be applied to anahsc and 
compare the two situations of equdibnuin. Such a studs is called 
comparative statics 


Thus, compaiatisc statics is a branch to which metliods of 
economic statics are applicable. Also, it is obvious that every 
change does not fall in the field of economic d\ namics. Fluctuations 
and once-ovci changes lend themselves to static analysis. 


— ^coaouec U^namics. Problems arising from continuing cliangi 
belong to economic dynamics. We know tliat in the ical worl 
population and tastes are changing. Capital is also incrcasim 
And new insf-nuons are coming up. How- these charges influcm 
the output, prices, and meomes, is a study for econoirfc dvnamic 
The different may be clrarly noted. It is not a ease of once-ov. 
change m the funfamcntal factors. It is a ease of continuing change 
lomic dy^mics studies effects of different rates and dimclioni . 
cs m the lundamcntal factors. 
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T«ocsi«ip'cs mij Ueialen Oneisriiecaseofsanng Smngis 
Teally a dynamic iacloi Withsavmg imestment increases This leads 
to m increase in production indcmplmnient Incomcsiisc and then 
sa\ ing Itself also increases Tims saMng sets into motion an esscntiall) 
dynamic process Tlit second example is the study by the classical 
'economists ol entSts ol tconoiiiic progress on distriluition of wealth 
The two dsnamic changes an increase m jiopulaiioii and capital 
V ^ oomeqttcnce of these, profits CcW and mts nsc A point comes 
vvlitn piofits liccomt rero md \sag*s fixed Tlicn there is no new 
■capinl, nor nin increase in popuHiion This is the staiionars state 
Ttieot'y of economic dtnamics hrs not \ct been deseJoped In 
many cases where writers claimed that tlicir studies were dynamic, 
thes, in fact, did not go Ivihci ihan coniparatnc slattcs Tins was 
the case with Marshall, for insimcc In ixcent years some 'iitcmpis 
hr\e been made by writers like Kalerki , '1 inbergen and Mrs Robin- 
son to cs-ohe a theory of economic dynamics \t liest howescr, 
the theors is yet in its mfinc\ 

-V Macro economics and Micro-economics 


MfdiiHgs A distmciiws may be mode beiwecn inscrrem no* 
iTiics %tKi tnicro-cconoinics In the economic systim of a country 
s»e have to reckon with units ol sirioiis kinds Tlicre are individual 
consumers, mdustner, firms ind o mmoditics htudy of problems 
relating t s indiv i dutt units c i i stitutes micr^con omicf^Ow 
j adcraudii ol ttetors on wh^h costy, cfflCiHicy *ind entalihiimnrt 
ui 4ivi3uAMiifnsTjt ncLiQaiv.iauat muustties dcixad >_ire inciuderi In 
tfiii S imltflv. determin at ion of prices or~piinctilar coriim^tics 
ofjiagcs-oil^sifticulac groypj, etc,anrj)r<)hlms~ormte^wr^oinicv^ 

When, on Uie other hand, we deal with questions regardin’; aggre^Uev 
tn respect of the couniry as a nhoJe, ihc proWenu belong to the 
field of macro-cconomics Here wc tonsirler problrms concermng 
general level of prices aggregate demand and output of all goods 
taken together, aggregates of investment, incomes, savings and 
expenditure aggregate employment, etc , etc Tliesc a*^egau5 
arc clearly delink and their mutual relationships and mteractionv 
.lie studied 


sy^latinelalioii bflutm the Itco Micro-econoniic studies ire bouid 
to tltrov^lighi on macro-economic ^owenis FoTfeXampIe, a studv'Trt' 
ISctors on which efficiency of mdividinl firms depends will Jelp 
to determine how the efficiency of the whole economic syxtem can 
lie improved Application of the cwiclusions of miCTo-cconomir 
siiithes to micro-economic prcHAcms has, however, to be done witli 
caution \S hat 15 true of an individual may not be true of the 
System as a whole An individual becomes rich er_if.^r_fmd5 a few 
gU£rcncy_njjtcv.lHtt jin country can liecome richer just by~pn5tm^ 
more nets; SimiUrU ui a given period an individual might •jxmd 
niiirc or less money than be rtcrives but the total money spent bv 
all must always equal total money received by all— it can ceith r U. 
more nor Ics 
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Ivllcro-economic sludic’; are, ne\c^th(’lt'^s, liclpful iv coiTjp’'e- 
hcnsion of maci o-cconomic problrrri'i. Nor can mc, on the 9 ,'^^ 
hand, have a clear s:ra‘>p of the implication": and caiicc.*: of ir’diviatia! 
decisions without reference to the ai^grecratc situation. Por instance, 
individual merchants increase their stochs vshen .'Aggregate cmplov- 
ment, demand, and prices arc rising and nee i r^a. Similaily, how 
a person \sould spend his income depends on the prices of various 
goods which, in their turn, depend on hov. others are spending their 
incomes. 

An aggregate tendenev may Pot influence difTercxit sectors of 
economy similarly. A general rise in incomes, for instance, mas- 
induce some ca'^ners to substitute their bicyrlcs b\ cars. There vsill 
then be an i.ncreased demand for cars but a reduced demand for bicycles. 
The two industries arc quite dtssimilarK affected Similarly, an 
increase in aggregate demand, vshich le^ld^ to expansion of pro- 
duction, may confront some firms with increasing costs and others 
SMth falling costs 

The purpose of economic 'ludy is to trace the facto ’3 on v hich 
the cflichncy of the whole economic s\ stem dcperd>. .\s pointed out 
above, it docs depend to a great extent on l.ow indivadual firms, 
industries, consumers, and investors acquit themst!%c"i. Tlie econo- 
mist has. therefore, to study both nvicro- as cif. M-TiiLCTo-ecCiriomfc^ 
prob lems . The two studies arc complementary to each other rather 
than ~tHc altcmativ e methods of study . 

Mathematics and Ecoxosucs 


Economics is a mathemalical sntnee. ^\■hat part do Me as«ign to the"- 
use of Mathematics in economic analysis? An enquirv, the purpose 
of which is to find out merclv whcthcT a thing v.ill hrppen or not 
relat'^s purely to the domain of lomc. If, hov e\ cr, the enquiry seeLs 
to find out V hether a thing is more or ic=s, quantitative notions enter 
and various branches of Mathematics can be cmplov cd \viih advantage. 
Economics belongs to this latter category. 

Use of Algebra and Geomelty. Algebraic symbols are fiequently 
t!Tip'oycd_ in economic anahsis because they arc helpful in writing 
do’.m quickly and exactly. The usc of geometry is also growing, 
^f^nv things, otherwise complex to comprehend, can nrorc casiiv be 
analysed woth its aid. 


The use of Graphs. The most widely employed mathematical 
technique is that of graphs. Presentation of rcladon between two 
variables bv a curve is in many ways preferable to letiethv less com- 
p'cheadblc, tables It saves time and faciHlates- grain of the facts 
as wf li as their interpretation. \Vc mun. howcvC be conscious of 
the hmuations of ihts technique. Curves, by themselves, do not prove 
tn’ngs; ihev o.-ily depict them betto. Moreover, a curve is a continuous 
line. It assume perfect divisibiliu of \’aiiab1es \vhich sotpetimes 
-v nw exist, puves arc indKfeble units; yet their dan^T^c 
ddbc a couUnuous hoc Lastly, a curve L only a 
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picture ard hcncc only t»o xanibles csm bt repre'cnfed If other 
variibles aie mvoUed, tlicj haw perforce to Jbe issuincd as fixed 
In the furihcr application of coticluaons draan with the aid of cuiw';, 
this fact of fixity of other factors should newr be forgotten 

Hit of other branehiof Mathtrreiw Econcmics, m its aral)si', 
takes account of small increments and their repercussions In such 
cases not only has tlic aid of maihcmatii^l symbols to be taken, but 
also differential calculus comes handy In recent y cars, mathematical 
economists and econometricians have been making use of integral 
calculus and even abstract algebra 

The gu d rq ^n«ei^e The use of mathematical methods is justi- 
fiable only so far as it is helpful to the student of the saence U^e 
ol too many sjmbols is often very irniatmg Some spcaalists delight 
in needlessly uiirg higher Mathematics only to make the approacli 
more circuitous and less comprehensible After all uhy develop the 
science into an unintelligih e thicket of complex variables and 
mathemaiic il symbols Guidini, principle lor the economists should 
be to use Mathematics onK to the eaieni that it facilitates comprehen- 
sion, an ilyvis and mterptctaiion of facts 

Dasic Avsuuptioss 

Rsuwtil behateiour In tins world, wide and large, can he found 

a 'e wuh various attitudes towards life and things There arc 
igtnt men, rational men cnminal* idiosyncmis, perverts and 
dunderheads We must define the attitude which we expect the men 
\sc study— our theme — to adopt Inthc first place ourstndv starts on 
tlic assumption that men’s behaviour is rational It docs cot 
necessarily mean very mteUigent action It rules out idiosyncxacies 
and pcrvmene«, of course. Wc assume on ihrir jxart rationality of 
the kind that if a person prefers x tojr then for the same price, he 
will purclnse x radicr than jr Or, lor instance, if a consumer asks 
for a p-’n, he really wants a pen and not a packet of cigarettes Sucli 
nn assumption is quite indispensable for an inquiry m any «oaal 
science 

Pf fti i<e erilenei! Validity of what nwy be called “preference 
criterion is also assumed If an mdtvadual prefers one commodity 
(or service) x toy wv take this preference to mean that i will give him 
more satisfaction than j Economic good is thus preferred ard 
economic policv v»hich him the prefcnetl t,ood would be rccom- 
merded. SuniLarlv if the irdividual preferj vsotk A to B, wc under 
iUnd that wo k rt causes him less discomrort than vi-ork iJ The 
'la.an'trtiiffi, asoJih ^qjrow *h«- ■julorv ■w’ttn’u -gtsas htim ■woi'n S m 
pTcfwence to the ^0 kU It mustbc noted that “prefcrcncetTitmon’’ 

imphes that individuals have full knowledge of iheir own wants and 
prcrcrenccs. 

Another assumpuon IS m respect of behaviour 
wathi I tlie legal framework. The activities of robbers and tlacoiis 
anay be iLrected tovN-ards “canung a Uvang”, yet the economist bai 
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~r 1 ini'TO" to totto "toci! to* toeu\«S”rf1Sug5S »■* 

S*rto^'=Woano» ots„* 

ij But that he docs just as is that 

tom toe eco» J““VolW ot this u *« 

otizens ^'-ou'd do.^^A government- 

ihere is an cff assumption is that of an -eco- 

Economic man. have been so harshly crinased." 

tiomic man” for which «:onoij“ ^ ^ ■ 

It implies that e^cr^’ ^ a consumer liis endeavour is o 

terms of economic advantaj, • r_„^ fiis Income. He spends his 

get maximum .^kh s“ction in pr^rence 

Itoncy on those things As a P™<i«f " 

to those thmgs which give mm jevcl which, with the cost-pnee 

,ry to nme Im otopm ~ proto 

Structure that he ait p > high wages and as an emplot 

tvage earner he tries hts iiest toneme S ^ ,^^der he would 

he would like to pay the a borrower for the 

bargain for the highest economist is unasvare of, or 

lowest. This does v motives shaping behavaour. He 

denies the existence of - various reasons. First, for 

isolates only the ^ as he requires a simpUfied model 

his deductive tncdi^ m stu J premises. 

ol the situauon, of maximum benefit or ewnomg 

Secondly, tlm mouse also the most common. Thirdlj, 

rnotive-is the ^.^^^Selonclmiom L^tlv, even if we try m take 

It helps to 7^'' ^ 4 jnotives influencing econonuc action, it would 

drt^^S^?don"f^onetary benefit being thb sole consideration. 

Yet we do have sometimes to reckon ev<m 
. - . iT -r^^nrtant b“arin'' on economic decisions. For instance, 
tvluch have important 

..e do take “ftaS of^the former. Similarly, 

other for ri^ons of occupation rather th^ 

a workw m because the former is more agreeable to Ins 

higncr wages . * . b better social status. Economic motnc 

S^thm Domain criterion in analysis though along with it 
Simc^u^^ortant non-economic motives arc ako taken cognizance of. 

Cepltdist sccUtjf. T.astly,wc assume a capitalkt sptem. Not 
that no economic principles, ss^atsoever, can l)c laid down to. a 
^mroUed economy. Thwc arc, however, important rcasom wjy 
we limit our study to a capitalist system. First, it is Ac 
raod-l of study ever since Adam Smith wTote hi^ “\vealth of NaUons. 
Moreover the economies of many modem countries conform to the 
*..j4tallst ’model. Another important consideration is that economic 

1 Some writers liVe Prof. Oscar LasiRc prefer to call tKj the a<rjinpticr. of 
.lOtr.'ie railctssljtv. 
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forces, arc allovvcd a free play m th»i system and hence it is easier for 
the economist to analj-se and gcnaralue It is probabli for this 
reason that economic thetay has attained a much greater 
advancement m this field than m any other 
Camtaust SysTEii 

A word about the capitalist system would be pertinent here 
Broadly sp'*aking, it is a s^tem characterised by economic liberty 
More concretely, cititcns have freedom in their actions as owners, 
producers, employers, workeis, sellers and consumers Technically, 
however, it is convenent to <ay that a capitalist economy is, on 
the one hand, a frec-enterprise economy and, on the other, a market 
economy 

Ffcf^Urpnse teinomj A frcc«enterprue economy is one in whidi 
there is freedom of ovmersliip Implications of freedom of ownership 
can b*^t be understood by contrast It is said that under soaalum, 
there is no private property Docs it imply thai even shirts and shoes 
arc commonly owned ^ Of course not I It only means that thmgs 
ivhich are instrumental in production of wealth, called factors of 
production, in economics are the properly not ofindivTiiiuals or private 
firms, but of the State Z^and, capital and ev'en the labour of the 
w orkers is ihe property of the State Thu » the only dinerence Free- 
dom of owncnhip m capitalism, therefore, means that the factors of 
production are oivned by individuals and pnvate firms 

There ts no country in the world where all centres of production 
(ir, lactones and farms, etc., which use factors of production) are 
owned by the State If it were so, wc would have a case of pure 
socnbst economy Nor, on the other hjuid, have wc any example 
of pure pnvate economy where all centres of production are ptivutely 
owned Economies h.ive come to be called soaahst economies 
or ltcc«enlerpruc economies according as State ovscrship predominates 
ot priv'ate ownership 

^farilrl econamji Trade serves as a gvude in the exercise of 
economic liberty People, as consumers express their prelerences 
through their price offers Producers know preferences of their 
customers from market prices md adjust the production accordingly 
Trade thus enables people to express lod ascertain prefermces Hence 
it helps m the cxsordmationof economic activity and in the allocation 
ol resources to various industries Altemativx: to trade is regulation 
bv the State According as economic activity is co-ordinated by trade 
riT'Ata.tr.s.'g'asla.t.uie, .thf-y^xtKwas.mavIwi.flfsinsinyw.srgmlAt.'idw'yainnny' 

Complete and comprehensive regulation by the State would 
prove oppressive, if not impossible The State would hav« to determine 
for every citizen his occupation, hours of work, his income and tiie 
pattern of Im corwumption Smdi a system would obviously be very 
rigid, riding rough shod over individual choices and preferences 
Hence even planned economies rely on market mechamsm for re- 
cruitment of labour and sale of products On the other hand, a case 
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of co-ordination of economic activity solely by trade and entire absence 
of regulation by State cannot be found. Allocation of resources^ by 
trade discriminates in favour of the rich and hence ignores questions 
of equity and social justice. Some regulation, tlrcreforc, laconics 
necessary and this regulation, to the extent that it goes, restricts the 
economic liberty of the people. Taxes, for instance, reduce people s 
liberty to spend their own incomes. Labour laws, export-import 
restrictions, restriction on the purchase and use of poisons, drugs and 
intoxicants, etc., are further instances of such limitations. In our 
coimtry, the government has a monopoly of certain businesses like 
railways. It also grants monopolies by licences and patent rights. 
Thus neither a pure market economy nor a pure planned economy 
is to be found in the real world. According as trade or regulation 
by State predominates, the system is described as market economy 
or regulated economy. Market economy, as we have already said, 
is the other feature of capitalist system. 

Thus an economy, where private enterprise and trade predomi- 
nate, is a capitalist economy. On the otlicr hand, if socialism and 
Stale regulation predominate, it is a controlled economy. It must be 
noted that a system in which state ownership and state regulation arc 
altogether non-c-xistent is a pare capitalbt economy. 

There is one limitation on economic liberty which is inherent in 
the capitalist system itself. It may be called the limitation of capacity 
and ^pability. A producer is free to own as big a factory as he would 
provided he can command the requisite investment. Also, a man 
may take up any occupation but he must have some knowledge of the 
trade, a consumer may purchase what he likes only if he lias 

the requisite wherewithal for it. As these limitations are inherent in 
the situation, their existence is not considered as destructive of economic 
liberty. 
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SLOPE or THE DEMAND CURVE— U1 ILHY ANAL'i Sl^ 


Pbobixms op Demand 

Macro etonovuc and »vc*o economtc epnupis of d v ard Sjdcc wsrls 
are the starung point of econotnic •%cti\it\ they ma^ also lie taken as 
the starting point of economic anals^is We thus start uith a consi- 
■deration of llie quesiion of t*cn»and The question of demand for 
goods IS to Ik. considered on macro-economic as u ell as nncro-cconom c 
rasis Maero-ccnnomic study of de mand relates t n agg regate demand 
<i f a// re-sid rms.fnr- ff// TO ods and jeiAicCS taken togetHer T\'c may 
stuciydie factors ishjch determine the lead of aggregate demand as 
aiso its relation a\ith general k\cl of employment, incomes, saaing 
and intrslmcnt This ue postpone to a later cljaptcr 

Here in this and the three following chaptere we take up micro* 
economic study of demand Two problems desejac analvsis One 
ts in respect of expenditure of mcomc, that is, of the demand of an 
indnidtual for t'arioiiJ commodities Tlie other is regarding the 
demand foi any single commodiiy in a market In connection with 
the Jattci we study the relation lictween the pncx ol a conn lodity 
mid jfs amount demanded 'Hiisstudy is fundanienral to finding out 
conditions o f cqui hbnuni i n*** > n vat ket — — — — — , 

S'operf Demand CuTi \sarule amount demanded at difierejit 
5 intcs ts different A st ate m ent showing the amounts of acorn- 
inoddydciuandcd atvaitotis pticcsisknoun as Its dem'tnd sclirditc 
Ii werepresent a demand schedule bv graph, we gel a detmnd ciirx’r' 
The problem before us is svhctltcr m a demand scheilule higher j iiccs 
arc associalra wuh larger or mailer quanlilir- In case larger amoi nts 
go s ith tlic 1 ighci prices tlic demand curse will slopcupwards On 
the Ollier band jf^mallcran ounis are purchased at higher prices the 
demand curve will slope dosvnwardsto uicriglit* 'Ve have to determine 
the slope of the demand cone — whether it slopes upwards, oi down* 
tvards, or runs parallel to cither of the axes Two methods have been 
idopied for iht pin pose, one being known as ulihtv analysis and the 
ot her suhsutiuion anaU^is In tins chapter wcTrKit of the former In 
this inaijais^ iTnlity and marpmal utility are the fundammial 
concepts while the law of diminishing utility is the basic law 


Utjmtv 

Meeting The term utility, as Used ui Economics is coiTclatise 
of i^irc, just as flic icrhi beauty is correlative of likings \Mitn a 
wison hfcea the Took of a thing, it is 'aid (oTiie beautifid for liim 
Similarly, when a person desires a ihing, it is said to liavc utility for 
’nvfii \ \fttngry man Aeaites fou& Werost rt satisfies his ^lurger 
He, svho wants lo sliave, destres a lazinr ivhich wall remove hair from 
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his chin, and he who is tired of life desires some poison which help 
him loin the Majority. For whatever reason a thing is desired, 
constitutes the source of utility. Utility may, therefore, be 
as the quality of a commodity which makes it an object of desire to ti 
buyer. Utility is not a virtue inherent in a commodity. It arise 
out of men’s requirement for it. No ethical or acsthctical considera- 
tions enter. A thing may be useful o rjiarmful, desirable ^or^undcs^ 
able, it possesses uumyjso far as iTiT desired. Utility does not signily 
desirability but dcsiredness, not usefulness but usablencss-. 


IVhat one person considers beautiful may not lx; so in the eyes 
of another person. Similar is the ease with utility. It is a subjective 
concept. A thing, which is very keenly desired by one man, may lx; 
an object of disgust to another. What is one man s meat is pother 
man’s poison. What has high utility for A may have no utility at 
all for B. Desire is the result of tastes and requirements and these 
vary from person to person. 

'^'^easuTemenl of Ulilily. Can we measure utility? The ansu'cr 
to this question svould be a counter-question, viz-, can we measure 
desire ? Now, obwously, desire is a state of mind and, hence, cannot 
be measured directly. An indirect measure of the extent of desire, 
however, docs exist in the price which an individual is prepared to 
pay for the thing. If a person is prepared to pay two annas for an 
apple and not more than one anna for a banana, then his desire for 
an apple is twice as keen as that for a banana ; hence utility of the 
former is twice that of the latter. 


To compare the utilities of two different commodities to a single 
person by his maximum price-offers makes some sense. But to compare 
the utilities of a single commodity to two different persons by their 
respective maximum price-offers introduces complications. A may 
be richer than D and, though the keenness of his desire is less, he may 
offer a higher price. Higher offer in such a case does not bespeak 
Wgh^ utility of ^ the commodity , but enough money to ^arc for 

the «act connomri^^^^dhisdifQiailt to^u^rstand because them 


spite of these shortcomings, money is used as a measure 
of utility and inlercnccs about the amount of utility aic draivn from 
die maximum price-offers. Even in this state of things, the economist 
finds himself better placed than students of other social sciences 
because, after all, be docs have a rod for measuring the strength of the 
motives involved while the latter do not have any. But he is also 
atvare of its limitations and docs not claim it to be as dependable 
a^asurc as, say, a meter which the physicist makes use ofi 

Pin! saltfaclton. The relation between utility and satis- 

-"derstood. Utility is a cpnsiderLTn at the 
'^oA^rnm *Vi ^ Commodity. Satisfaction, being the enjotinent 
wed from the use of it, arises from its actual consiJiption. -^Utility 
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exists exTji Mhen ihc mdiMdu'vl n not m i position t» proctiic tlic 
commoduv, but sitisfiction does not come unless u is procund ind 
vised Utlfity vs thus not contliuonat upon cipacitj to purchase, u hde 
s-xtisfaction w ^^oreQvc^, Mlililj «onictinvcs IS no ind<x ofsaVtsfccvion 
A thing nn^ be desired verv ).cen]>, Iwit, wh< n actuaU) used, ni'V> not 
prove sshat it was thought to be at the time of purchase How man\ 
times has cacli one of us proved wTOng 10 fiKlging the rjiialuy of things 
at the time of purchase’ It uas lieca«<r of tl»r<t consideTitions that 
Marshall remarked, “If ue could ur %noidd have iwo account to make 
up one of desires, and the oihn « V re iliseii viiislactjons But un* 
fortunately satisfactions cannot 1>c m asurnl o'jl> utility can be 
measured, though that iUj milirtctK Uillv mbs, therefore, we 
ha\-c to assume a coherent relation {Ktween the two 71ic whole 
theory of demand « buvh on tlie assumption that the satisfaction 
expected of a conimodits when acqutnng it w equal to the actual 
satisfaction that it \aelds on consumption In other words, it is 
assumed that utility amUati fartion arc alwas-s directly proportional 
to each other This assumption is implicit in die often repeated 
sentence that utilav « the |h « u of s-insfvirg want* 

The aliove assumption « nudt for rwoot of convenience,. 
And it docs hold good in tin ease of a la ge number of pordmes 
because i^t of tlie commodities we piirclsase are either standardised 
goods, of ntc purchased on the Imsis of expsTirnrc of our own or of 
fuend^or advisers 

MarCISAL LTltlTV 

iUMnmj Utility ot a commoduv to an individual, as we hate 
seen, is measured by the maximum amount of money which he iv 
prepared to offer for it To lie accurate, we must speafy the amount 
of the commodity For evidentlv, the individual will not nff<T the 
same money for all amounb A person w ould b“ prepared to pay 
mo-c foe larger amount* tliau for smaller aniounts WTiai he is 
prepared to pay for n and (» I) units of a commodity am the respective 
measures of the uuUu of units and n I units The difference 
between the two— total utilitv of n tmits minus total utility of n 1 
units — IS marginal utilitv of r units to the mdtsadual Alarginal 
uiiliii of a given amount of a commoditi to an mdividuai is the 
dilTerence made lo the tot-al utility when a unit retliicuon is made in, 
the amount ol that commoduv 

Sometimes marginal iitibl} isdefinedas iht utilitv of an additional 
unit In this sense, marginal utility of n units is the difference 
between utilities of (n-r I) and numts As it has to be a matter 0 ^" 
^wencnKT, even chw uVifniTton may rfo, ptoviuVrf, ouce a oVifcrmort rsr 
adopted it is stuck to Amarginal umi,ncvcrthe!es<, inthescnseor 
the “border unit”, is contained m the amount itself and hence the 
preference for the definition givijiuy the above para^jraph There is, 
Imwcvcr, little to choose between the two definitions and either ot 
them proves a convenient tool m its own place 

t Pnnafiitt tfEctnmtcs (6di ed),p 92 f c 


1^(5 


ntfOKY 


Is it th «!.'% <jnth t It > V.tn vv ti.U 55 ,, rj-'n:?! 
f! unU*; k Uic siiini, of the nth unit? In a \ -a I 

luihty h the mihty fif tii'' tn.u ;in,tl unit t‘itd r'.h n'-tt !'• t S'" , 

unit v.hexi the tuta’ ntiiiih r oS uhi! t . Ikjt 'i;' ti'-t.tlh, iintfA** ' 
made un!lh\ unit .md ..’.1 mui<. .Af •tniii.n. If pare.' 

t'vo maiitid-i o 5 »,u whieh •me llir i.i.ttgtn.i-- 

fact this* no umtha a ‘■tiprior ckdir th in any to h* r.-.nV'’' ; ‘ 
the in trgif! ti timt. Anv imh iii.jv b” tif-iu-d .t' ih" «n* ■> 

Henu- it k .ilw.-j pn ie:'.<hh- to .isoid th^ t-v <>5 the tfim- I'.t t«''h 
2 nd i::iu .... nth iimr,ctc , nnlr^'i p>rr h.-vov are fn.uic iim^t h} ^*V 1 * 
or, for purjKi-rt of .ind^--;s it foivttiieni to '^p“ah hi th. 
manner. 




L\t'. or Di’tiMsni'.G Uthity 


\lcrp'ial iiiihly (I'.d ("n-u'l. hav [yunt'd >>iit alwte th.*t 

mility 0 ! difhicm :.m(>vints of comnuehtj diih 'cr.t. Simhnr ti the 
case 'situ tnaiginal itiilus. Whf r.ev<a, th^ rcior-. ur 'ji'-th ntartrira* 
utility. »' must h~ dont v.ith r< ferrnrt to ihr amotint. ‘Hif lav whtrh 
forraiil ties the relation bcVoceji vari.tiitms in the qu.siiiitt oi ,t cfimnne- 
<!ity and vaiiations in marginal uttlits is Kiioun a* the lais* of diimr.hhing 
utility, though it should, to Ivt evart. l>* r.tlleii the Lit. of dhninwhing 
tnargin.al tuiUiv, Tlit-. lav. c.in {>'' tract d b.ick to the v-YitiiigN ot 
T5;ntlt?.ni, bat XVilliam Sianlet }f*,ons v..isilie first jt'-f'on to -.iiotv tt' 
hiring on tlic delrrminatinn of v.iln-. In nttlity anahd'. this hi"'' 
occupies the most impj'i.i'it place. 

UtUtly and price. A man purcha'ci onlt tho'C commodities 
v.hidi have utility for him. lie is prepart d to make jtjs merit for 
them out of his c-irning. SiipiKi.>c a person is to dt cidf whether lie 
should purchase a pencil or not. OoviousK, he would compare the 
utility of the pencil v.ith the pdre he has to pas for it. If the utility 
is higher than the price, he ssould purchase it. If the utility is les^, 
he would not. And if the utility and price arc equal, he may nr may 
mot purchase it, \Vc can, then, .irguc on the h tsis that if he purchases 
a pencil, its utility is higher than its p-icc .'or. is at least equal 
to St}. 

The prohUvi \Vc have pointed out above that goods, in actu.il 
■practice, ate seldom Ijoughl unit by unit. A number of units .arc 
purchased simultaneously. But let tis, for the sake of convenience 
of argumenq suppose that a person starts purchasing pc-ncils one bp 
one. As he proceeds, the number of ptndLs possessed bv him increases. 
Will, as a result of it, matginal ultlily of pcndls to him rise, fall, or 
TesTtain constant? Lei us see! 

itlihty cannot sncTcas*' zcUh amount. As he purchases the 
-first pendl it itnplies that the utility of this pettdl is higher titan its 
price. Iscr.v suppose that marginal utility increases, as he proceeds, 
in ottirr words, tlic utility of aii aciditional pendl is Jii'sher lham 
, - utility of the jtencil which he has .already purchased. 
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As the uuJuy ofihc first penolKhighcr than the puce, the of the 

second penal Vrouldlw still higher He wiH,tJicreforc. hu> thn. second 
penal also The utility of one additional penal w-ould now be still 
higher He uotild pmdiase that too Ihc more he goes on pur- 
chasing by assuntpiion, the higher is the utility of ao additional unit 
and, hence, he must buy nioic la other words, once he stans pur 
■chasing pcnals, he would continue purchasing them till hts whole 
income is spent He would not purdtase any thing else. Die fact, 
that all of us purchase a number of commodiucs, proves that 
marginal utility of none of them tnereases as the qumtity ol it possessed 
by i oenon incrcnses 

ft cannot ilitrease Now, if it arginal utility were torcmim constant 
as he purchases more ind more Im conduct would be similar to the 
one envisaged above The utility of tlw first penal u higher than 
the price and hence he purdiases it As tlie znat^ml utihtv 
remains constant, the utility of every additional pi.ncil wall be higher 
than the price In this ca. c also, once piirdiasiug starts it ends only 
when the outlay on paicils equals total income of the indivadual 
Only pencils would be purclia^ wbicli, as wc have already said, is 
contrary to eapextence 

The law Hatce, as a person purchases (or possesses) more and 
more of a comn oduv, its marginal utility can nattier nsc nor remain 
constant The only thing that ciw naniion is that mar ginal uUhty 
falls Tni s is't hf Lavv ol Tins Jaw says that the’ 

auUKyoTa commodity aep<rKisortt(squatititv,but it is not proportional 
to the quantity A unit of the same commodiiv carries more or less 
utility according as theindiMduai already possesses a smaller or a 
larger amount of it The larger the amount he alrcadv piKscsscs, 
the smaller the utility derived from a unit addition to it Tlie 
law may formally lx stated thus As the amount of a commodity 
possessed by a person at any time increases, its marginal utility to him 
diminishes ” 

The reader mu»t clcarlv note that the jaw of diminishing uuIuy 
does not speak of the rate of deelinr of mirt^ni' iifiiityV ' vVi-rcannoi 
s iy whctlici mai5,inar utility decreases last or slow or even whether 
this ctechne ii it i uniform or a varying rate 

I2xp!a Ktlion af the law Wc have cstahhslied the law of dtcuini h- 
11 g utility on the bans ot oliscrvatioi Wliat i» the explanation of 
Um tendency’ Obviously, the explanation of why a person values 
some quantities more and otbrr jqua!cuax5 Jrwi must l>e jathfT /vh,vsio- 
logical or psychologiril, cither il»e pleasures -vnd p-uns of the body 
•or feeling of the mind Tire po«vcssion and use of a commodity n a 
•stimulus md the law of diminwliing utility is thelawof'thedimmishmg 
iticuon lo sumuh ’ AswchavcstreMedagunandagain.thc law of 
<hmtiMshing utility 1j.ys funned ihe fundamental basis m dtmand 
nnnlyus It is undesirable thJit foundations of our tlieory should be m 
psycho-physiolog cal pnnapTcs 


S1.0VE OF THE DEilAND CVKVE— l>TlUTi ANALYSIS 


29 


Curve represeniation is jpreferred to space representation 
Curr es arc easier to dratv b\ free hand and mars'inal utilities of various 
amounts c-ssier to read Moreo\cr, m the study of relations between 
difierent kinds of 'chcdulcs, curves arc easier to juxtapose But, as 
•pointed out tn the first Chapter* the chief shortcoming of curve re- 
presentation IS that it assumes perfect divisibility of units 

Total Utility and Marginal Utility 

Distincfion Disuncuon beivsecn total utility and margmal 
■utility IS of great significance jevons was the first wTiter to clearly 
bring out this distinction and this in his view was a very important 
discovery In a way it was, because it supplied a key to Smith’s 
famous paradox of value Air and water may have higher total 
utility and vet they do not command any value as tlicir marginal 
utility w zero 

Total utibty refers to utility of the whole amount possessed 
or purchased while inai^mal utility is the difTercnce in total utility 
«f one unit less ^or one unit more) were purchased The following 
table brings out the distincuoD very cJeirlv 

TABLE III e 


-iVo cJumUi putchastd 
or poisrued 

Total ntifilj 

Marpnal iitthty 

1 

la 

IS 

2 

28 

13 

3 

38 

10 

4 

44 

6 

5 

44 

0 

6 

42 

—2- 


The rfiation It may be noted that total utility can be found 
by summing «p utilities of successive «ni», le, marginal uubties. 
Hius total utibty of three units k 38 (IS + IS+IO) It may also be 
noted iliat ihc law c^diimnishingnlility relates to marginal utility and 
not to total utility As the amount increases, total utibty also 
increases though at a diminishing rate It is not the total utibty 
but marginal utility which dinunidics Of contsc. when marrp^ l 
uniity has diminishe d to zero, total utility h3vT_rMcheif Tts 

maximum ^UCei-' tltar; ir~ addition^ units are still pressed on the 
mdivTdual, marginal utility will be negatu-e and total utibty will 
progrcs«ively d^inc 



ecosomic theory 

20 ... -uTp. can find out 

.otaTudU. .ont .fie n.a.>^lutifiU.u.-e also. Tfits.o 

easily understood if first 

take space representation of 
marginal utility. In ^ig. 

3-3, total utility' of tfivee units 

is sfiov,-n by tfic sfiaded area. 

If rve join tfie outer corners 
of tfie rectangles, vc get tlic 
marginal utility curec. Ignor- 
ing tfie small triangles wliicfi 
are tfius formed (and rvldcfi 

rvould become infinitely small 
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Fig. 3'3. 

rvould become infinitely smau 

„ <io.™ ii.o "“g”' - 

total utilitv of a ois'cn arooun 
Y 



Fig. 3'4. 

marginai utility, ivfiilc total utility i 


O' ' ' X 

total utility of a gis'cn amount 
is the area bounded by the tu'O 
axes, the curve and tfie pef' 
pendicular from the relevant 
point ol the curve on the x-axts- 
Tliis is shotvn in Fig- 3'4-. 
is the marginal utility ciux e- 
OM is the amount. Perpendi- 
cular on x-axis at M meets 
the curve at P. 






lxTEF.-PER.SOX.\L GoMPARISOXS OF 'UTtEl’TY 

Mcj^halVs pasilion. Utility and marginal utility arc, tve bave 
decided, to be measured in terms of money. Money, reprwenuna 
general purchasing Y> 0 "‘vcr as it docs, is also a dcsir^ object; i 
Vias utility. But ui v.fiat terms can we measure its utility, is no^ 
clear. Marsliall does, however, speak of nnarginal utility of mones 
twin" greater or smaller. 
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The Ian of cljimiushmijutiliij is *U«o hr ir” m ippJicable to 
inoncj. With the oniy titnV-Tercc ihnt niargintl uviht) of iwncv 
does not become zero The utiliu of a gift of titc rtijices to a person 
df penes on whether he is rich or he is poor Sinnlarh, di*uiilii> of 
T loss of fj\ e rupees tUo depends on how much moiic) he bis \V uh 
a larger mnount in his posession i g^*ti or loss of inonc) 

wtU have less «igmficancc fo m indmdual 

Two simultaneous jumps ire taken bs Marshall From the 
amounts of mone\ po«5e«sed he jumps to incomes The uuhtN 
of a given increment in income depends on tht let cl of inconie An 
increment of five rupees ivould be inore welcome to a person wiili an 
income of Rs 50 per month than u would has e been to him if Ins 
mconie were, say, Rs 100 per month 

^Vnli the next jump the argument Incaks Instead of comparing 
the utility of a given increment to the same person it difTcrent levels 
of income he begins to compare the iitihiy of »uch an increment to 
different persons with different levels of income Tie clerk vnth 
^100 a year will walk to bu<iness in a much heaner ram tl an the 
clerk WTih ,£300 a year ’ On the basis of this inter pcixona! com- 
panion ol marginal utilities, conclusion is drawn that margirtl utilitv 
of monev income to a pool man is greater than the same to a ncli i»atj« 
Thus if T given amount ol money income were transferred from the 
rich to the poor, gun to the latter svill exceed the loss suffered by the 
former Two condustom are drawn Rich ought to be taxed more 
heavily than the poor becaus* taxing the ncJi msoKes less loss oF 
utility, and hence t given ux will have caused the least burden. 
Secon^y taxes collected should be spent for the bestefu of the poor 
became such a transfer mxohes less In's u d gitaut pir 

DiJ^tiilUts in It ter Persorol Crwpjr sen Thi^ inter perioi al 
comparison of ulih y has been vehemently c itiaicd m recent years 
Marshall, in making such a companion comemently forgets that tl e 
law of diminishing iilihty is the law of a single want of a slhgle 
person It compares the marginal utilities of different amounts to 
the same person 

Let M be larger than ^ From the law of diminishing utility 
we infer tint marginal utility of M units of mmey to A is less than 
marginal utility ol jV* units to A Siimlarly, we mav also mTerthat 
mar^nal utility of 1/ units to ^ts less than mxrgtivil utility of units 
toiJ This, however, by no means implies that marginal iitibiy of If 
units to A is less than marginal utibty of V units to D Jsor does it m 
eiTtpiy >s/ J/avwwAs'/P.’j AV?£ 

of jV umu to d * 

If we were to admit the possibiitty of mter persoml companions 
of uuluy as suggested by Marshall, and berer nferred that marginal 
utilitv of money to the ricli is lower thin thcs'’me to the poor we, 
logically, accept that marginal utility ol equal incomes is equal to 


2 If a > ^ »nd y > 0 »t does not ictan Qi»l o > 0 er th*t y ^ 





nwnu^L <■«. «■■' . •, ,.P,ir.t««ity >‘«'' • .U\l lrA« 

m■^v *•'' ‘‘“"V’*’ ' . sJiuUfK, •«('- 

f thf othf r '■ c»i'. 5 n\>Uii>'. • 

i;ru bro.nM -..o m •> m.Uti. . 

r/ma\incom'‘-i«‘'Ucn . 

„.jlUv U atfTnnn .a i * • _ ^ .. 

Thus V’\''^Tr'T,\h.„itti.hi.i- utiUn. 

'S’S?" --'t >""">' «“"S' ■'" ■T''"uV r'?S. ’l;:'i»'’'l:' 

■'" "”rru»”.v;«™,;v,n. n- i-ifr-s";.? 

nthnssbickcandoM>. V ' ^ poHrirs ,Oound 

„r vvoahh and ,;.,u,,r.a ronv-dr.atiwn (v5iat xvf ^ 

hiunamtanau, ,i,cb a.> t-nd a’; 

DiMtsiMUSO UTII-ITV AND Tiir. SioiT or Titr. 

Demand Cvrax 

^^rncc<gu<>>s Mr.,g'.r.d Uulitr. .\n5ndhulual purcr.asc. a connuud'.D 

djccausc it. has uiiUty. Bm ^ 

the purchase also insoKcs t 

a sacrifice in the fortn ol | 

■ price svhicli he pat's. Hie ^ 
purchaser, it muM he cm- >- | j 

denUtfoes on purchasing the g 1 , . p 

^o^^dity till price and the t ^ 

uliUly of an additional unit ^ 

arc equal. In other tvords, ^ 1 
everv individual stop- lus ^ I 

irdiasc at the point where 5 j 

. inal utility and price 1 

equal. This can lieillus- | _ i 

,d by Fig. 3.5. MU D 1 2 "3 ^ 

t ^ rrtflT*— . * — 


-o* 

’ic curve showing niar- 
1 utility for differenl 


I "3 4 

/MOUNT 
Fig. 3*5 


V The curve slopp; 

irds. The price in the marled is OL. Five units arc pur- 
so that the marginal utility of five units, PM, is equal to the 
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pricf, OL At the mirgin there » a balance For all other units 
uljljiy exceeds price 

*^lnd ctrfifli dmand cujie When pnee is lugh, an individual wil 
purchise an amount marginal utility of which is htgb And, if the 
price IS low, he will purchase an amount which carries low marginal 
utility Our law of diminishing udhty tells us that a small amount 
has high margin'll uuhl> while a large amotmt has low margin I 
utility Obviously, then, when the price is high, our imaginary 
bujiir vnll purchase a small amount If the pace falls, he will 
purchase a lai^cr amoiuit and if the price becomes higher, the amount 
purchased would be less Tim can be shown SMih the help of a cur\e 
as under 

When the price is OA, the amount purchased will be 
(or 0 \t) because marginal 
utility of Utc amount AP is 
PM ivhich equals QA As 
the price rises to OB, the ^ 
nmount purchased con« t 
mets to 2iQ^ (or 0 1/,) so ^ 
that die nurginal ^ 

utilit) of BQ, equals (he ^ 
price OB Simihrl>, when 5 
the price falls to 00, the a 
*imount purdiased by the ^ 
individual extends to CR 
(or OMf) whicli equalises 
marginal utility and price 

AMOUNT 
Fig 3 6 

Markfl DtirandCurci Tlius the higher the pnee, the smaller is 
the amount demanded by an individual Ifwe were todraw a table 
sho ling rblTcrcnt amounts the individual would purchase at vanous 
prices we get die demand schedule of an individual Apart of a 
typical, though imaginarj , demand sdicdule is gitm below 

TABLE in b 

Ptut ptr Ora’iS* Oron^« nhith ihe Uidtndvd 

Annas u6u/rf/in-f^<trr 



1 

2 

3 

4 

5 
C 


30 

27 

22 

1C 

9 

2 


TIic lotal amount poieha«cd at an> price in Uie market is 
given bv the Rggregatc of putchases of all the individuals m U e 


3 
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ui • 1* 

marVet Hence aegregatc of the dern^d of the 

SS buyers A^e posf!" 

marheu To simphf^y let m ass^e that there a ^ 

buyers in the market. Call them A, B, C, D, ana x:- 
iuividual demand schedules be asunder. 

TABLE III-c 

Xumber of Oranges purchased by 
ABC D E 


Price per 
Orange 
{annas) 
1 
2 
3 
a 


Total 


D 

6 


30 

27 

22 

16 

9 

2 


12 

9 

5 

3 


13 

8 

4 


80 

63 

46 

30 

17 

6 


7 18 

6 13 

4 11 

3 8 

2 6 

4 

From the sums of indis-idual feman^ at the 

find that as the price rises, amount de^^ die price is 

price falls amount demanded extends Thus "ben die p 
4 annas per orange, total number of oranges P'^^^biMcd m ^ 
market is 30. When the price rises to 5 annas amoimt d 
contracts to 17. And if the price falls to 3 annas 
demanded extends to 46. . • v i .-er 

Thus in the market larger purchases are associated w 

prices and smaller purchase 

^ go with higher pric'^- 

we were to indicate this tact 
(that is the, market dem^a 
schedule) by means of a 
curve, we shall find that the 
curve slopes downwards to 
the right. _ 

Along _y-axis is shown 
the price and along 
the amount demanded 
(Fig.3.7)J)D is the demand 
curve sloping downwards to 

the right. At the price OA, 
amount demanded in the 
market would be AP . \NTicri 



nc price n'cs to amount oemauucQ coniracu> iu.niiri 

t falls to OA 2 , amount demanded extends to AjP,. 

Contusion. Thus from the law ol diminishing utility we can 
■ iv_ at the conclusion that every individual, in trying to cquafee 
'■lal uiiilty and price, purchases larger amounts at lower prices 
smaller amounts at higher prices. This fact we harness _ to 
iidne the shape of the demand curve in a market. A typical 
i.iind curve of a commodity in a market slopes downwards to the 



CltArTER IV 


SLOPr OF THE DC\fAND CURVE—ALTCRNATU'l 
ANALYSIS 

UnuTY Anai.vsis Versus Substitution Analysis 
^•^'^tjects tn UiiUty Uliliiy analysis helps us to arrive at 

ihecondusinn that tj-pical demand curve slopes down to the right 
But there are defects in this analysis Utility is correlative of desire, a 
psychological concept Every time we want to know Hhy one thing 
IS valued higher than another, we have to appeal to the utilities of the 
two, that IS, to the psychological attitude of the consumer Sinulatly, 
as we have seen, the law of dimmishing utility rcsu upon physio- 
psychological assumptions whicli are diflicult to establish More* 
over, utility is cortceivcd ol as v measurable qumtity, though it 
IS not possible to say with certainty that the miximum price 
winch a consumer is prepared to pay for a comujoditv does really 
orciKTW^^j rmwow <r<tAV<?y A.W, •tS s smaantafa 

cotnmodity is very often spoken of as if it were independent of Ae 
consumer’s possession of other commodities In fact, however, it 
IS not so Utility of a given amount of a commodity will decrease 
if the consumer’s stock of its substitutes mcrc^w Or, if the 
quantity of the commodity in question is already large in relation 
to the quanuty possessed of its complement, its utility will increase 
if the quantity of its complement is increased Utihiy analysis thus 
rests on an assumption of questionable validity ^d even if those 
assumptions be correct, tt is desirable to reduce the numbCT of 
assumptions on the principle of “Economy of Hypotheses’’ 

Assumptions of 5u6iiifufion Analjists Substitution analysis attempts 
to avoid these defects It rests upon simple and obvious assumptions, 
the mam basis being the behaviour of the consumer If a person 
has an anna which he prefers to spend on im orange rather 
ilian on a banana, wc conclude that he prefers an orange 
to a banana ^Ve need not peep behind this obvious fact 
and try to knoiv why he prefers an orange to a lianana, or to see 
whether he really enjoys the eating of an orange more tlian 
that of t banana Nor do we need to know Aojo mutA he prefers 
the orange Quantitative considemtions are not allowed in The 
fact of preference is considered enough for this purpose 

Cardmai and Ordinal Approaches As we noted m the last Chapter 
utility having been declared a measurable quantity, comparisons 
have been attempted between redactions inone <:ase and additions 
m the other It has, for instance, been said by the utility analysts 
that transfer of wealth from the nch to the poor rtsults in a net gam 
of utiUty to the community as a whole Subsutuiion analysis makes 
no such attempt The only circumstance in whicli it 
draw inference is when there is a, diange on one front and no 
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change on other fronts. Thus if a consumer gets more 
all oiler things that he gets remain the same, he 
But if he gets more oranges and Ic^s bananas. subsUtuiio * 
does not sav tshether he is better or tvorsc off unless the con 
uould say so. lltc difference beu-.cen the two ’ _chcs. 

the language of I.M.D. Little, that of cardinal and ordinal ttpproaci 
An analogs ma\ make things clear. Imagine two pomts ‘ 
on different heights on a mound Ordinal approach wm ' 
that A is higher than B. Cardinal approach will tell us , 

it IS higher. Xo^^ suppose A is mo\cd down a little and ^ 
up. Cardinal approach will endeavour to calculmc ' v, 

aggregate of their heights is more or k's than before. Ordinal appro, 
will refuse to make such an attempt. All that it would say is t 
A moves down and B docs not move up. the aggregate of their hcig 
wall be less. Utility analys's is cardinal in its approach uiuie 
substitution analysis is ordinal. 

Indifference. Preference of A to B, in substitution analysis, mc3»»5 
only that the consumer would rather have A than B. When a man 
prefers neither to J5 nor 2? to .4 . he is said to be indifferent between 
the two. Indifference between quantities of two goods, therefore, 
refers to equal preference, or, vhich comes to the same thing, absence 
of preference. 


DtstiN'isHixG Marginal Rate of Substitution akd 
De'iasd Clpve 

Alarginal Rale of Subjluttlion. Substitution analysis starts with 
taking two interrelated commodities, say A and B. It would facilitate 
understanding the analysis, if money' is taken to be one of the tun 
given commodities, say A. Suppose an inditidual has gi\en quanti- 
ties of A and B (say 50 units each). Suppose also that he is asked to 
exchange A for one unit of B. Suppose further that he is just prepared 
(i.e., he is neither very willing nor unwilling)to do tills for four units ot 
A. in other words, he is indifferent between one additional unit of B 
and four units of A. Then the ratio 4^/lJ3 gives the marginal rate 
of substitution of B for A. Marginal rate of substitution '5, 
therefore, the number of units of A sshich would be equally pTeferred 
to one additional unit of B. It is the ratio between the marginal 
.quMtities of two commodities between which the individual concerned 
is indifferent. It may' abo be defined as the ratio between the 
marginal valuations of an individual. ^Marginal rate of substitution 
may be briefly expressed as “M. R. S.” 


Tfte uow attempt to answer the question: 

bl. R. S. of B for A increase, decrease, or remain constant as our 
imaginary persOT has more and more of B. Let us start with a 
position where the M. R S. of B in terms of ^ is 4.4/lB, t.e., four units 
■ money' for one unit of B. Abo suppose that the market rate of 

_ Obviously, the individual in question 
B market. So he will exchange A 

" 'thi^marky to do so as long as M R. S. is higher 
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If, as he purelias"S more and more of J 3 , M R S of B for A 
increases the gap bclneen it and the market rate vn!! increase 
Obviously he will go on purchasing mote -ind more of B till Ins s\ hole 
money fincomel is spent 'Iticte is, hovrever, hardly any commodity 
on wiii^ any individual spends the wluAe of his nionej (income) 
The very fact that he stops purchasing the commodity when ^ct some 
money IS left with him, shows that M R S cannot increase Simi 
lid}, M R S of B for A cannot lemaio constant because m tint 
case also he will eNhvust his income on the purchase of B The only 
possibility, therefore, is that the margmil rale of substitution of a 
commodity for -inother one decreases as a person s stock of the former 
increases This is known as the law of Diminishing Mirgmal Rate 
ol Substitution 

The validity of this law would be obvious if we assume that 
commodity B has a numbei ot mes winch can be arranged in des- 
cending order of importance InthatCTse as the individinl gets more 
and more units of B, the addiuonal units ate used for Jess and less 
important purposes This assumption however is not essential to tJie 
argument, because monei, afier all, is such a commodity as can be 
pul to a number of uses of varied iinporunce Even if v arious units 
of B are of equal importance, as more and more money is spent on it 
expenditure has to be withdrawn from uses of greater and greater 
importance 

MRS and Pnet Suppose the MR S of B for A is 
hiqlier than the market rate of exchange Our individual will 
purchase more and more of B As he does so, the MRS falls till 
it becomes equal to the market rate If on the other liand, the 
MRS stands lielow the market rate, he would be a seller of B, 
till, again the MRS and the market rate are equal Thus, an 
individuvl's equiUbnum of purchase (or sale) is esiabliAhed at a 
point where the MRS and market rate of exchvngc become 
equal This is wliatis meant by saying that, in position of equihbnum, 
tndmdual valuations at the margin equal market valuations This 
statement is not just a simple translation of the other statement tjiai 
mvrgmnl utility and price arc equal It does not consider the demand 
of an individual for a commodity in isolation, it recognizes that an 
indindua! s demand for one COTnmodity depends on his demand for 
other commodities. In comparing choices between commodity and 
money, it cviJemly compnres choices between tins commodity and 
the rest of the commodities 

The low of MRS and Ike Dmaiid Cvne We have amvTd 
at tw 0 concluwons First, that the M R S of a commodity for money 
(or any other commodity) falls as the individual has more of the 
ci>mmodity Second that the individual Jjuycr slops Jjis purdiase 
It 1 point where MRS and market price ire equ^l Suppose now 
that the R, S nnd price ate equal The individual has purchased 
V ome amount of the commodity If the pnee were lower, the 
individual would Inve proceeded some more disiance, » r , he would 
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have purchased more of the commodity. Sin^arly, at ’ 

he would have purchased less. Thus, the demand schedu - 
individual for any commodity must conform to_ one test, higner p 
go with smaller amounts and lower prices with larger amoun 

t 

This is what happens with all buyers in the market. If we 
sate their actions, the conclusion is obvious. At higher pnces sma 

amoimts will be purcha_eo 
in the market and at lower 
prices larger amoimts will be 
purchased. Translated in o 
the language of graptej 
this conclusion will be that 
the demand curve for a 
commodity in a market slopes 
downwards to the right. In 
Fig. 4.1, for instance, DD « 
atypical demand curve, so 
that while at the 

, -pr — ^ the amount demanded is OLi 

/MOUNT ^ 

4 -|_ amount demanded is ui, . 

Substitution analysis brings us to the same conclusion as_ the 
utility' analj^sis, viZ; demand curv'c slopes dowmwards to the right. 
It is a neater analysis. In fact it can be used to dig deeper into the 
niceties of the proposition. For this purpose ive require the aid oi 
inihfFcrcnce ^aps which we now propose to explain. 




Indifference Curve and Indifference Map 

^Indifference curve. An indifference map is a device for graphically 
representing the preferences of an individual when only t\s'o com- 
modities are involved. As money can be treated as one of these 
commodities, this device can be employed for anlaysis of demand for 
any other commo<ffty. 

First we have to know what is an indifference curve. Let us 
revert to our case of two commodities where A is money — ^ivlth this 
difference tliat the initial holding of the individual consists only oI 
one commodity, that is money. Suppose this is 50A (Rs. 50) and 
his M. R. S. of B for A is 4AflB. This means he is just ivilling, or 
just unwilling, to exchange 4/ for one unit of B. When he has done 
n, instead of 50 A, he comes to possess 46Aplus one unit of .B, and he is 
neither belter nor worse off. Between these two amounts — 50 A or 46 j 1 
indifferent. When he has already purchased one 
wit of B his M. R. S. wall fall. Let it now be SAIIB. In that case 
'1 l>e mdiffcTcnt between a combination of 46A plus ]B and 
combination 43A plus 2B. After this M. R. S. may be 
", benee the next similar combination will be 41/ plus 3B- 
omatjons of commodities as between which an individual 
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OM* ) s» mfJjFrtrnff ti'>mt »ir — 

^01 14m iiil/7 
4r«l n1» 1/7 
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If uc tiTTp {ifrjttjr it romplptr htt trf »ijr’> for an 

Hftrftv, UT ihr inHifTfff-ncp «7jpt!«tlp fw lloi wrtnur 
Ip. *in'rfrftrf K?i ^ilu>»- 14 fr|Krwnir<J Ifv a Cuxxr^ Ht j;el*n imfiHfirmf' 
futw X p t/xlinVrfnf *' njnr |J rtfi/«:c»UM: IcKrusiif pwnil fffwruni* 

IRK 'rny<» (tnnr »»JiM-htirt*pt{«»aJJv prtfmttl 

afi iti»H »t. if i» trpfrK-nif^l i»n (Wir »»», My 

3JuJTt^r*tf>fr»»THM on thr />i7>rr tVnnli far tlir varjfim indiiT'tPnfc 
crjolpMUtMit amlocjtrtl ami >xftrtl 

hdijttmtt t^st VipfX'M- irilPAtl *t{ narttPs; muK ftft inconv of 
yn, our im*iN’»duai %*nl» ^^.l Tljr *vh<4i* of foiliflVtmrr 

einnNiftatiftOi >»iH l«r * no* oop T« rc^wsmi ihmi, Vit: r»|iiffr 
A nx\« iml»(ra<-ntp If m U«» mann'T hphitpW tlran in* 

tljT^pfmep cunra ffw % atioo* hiRtto at v.r!l « ImAor lofU of mcuniM 
m irrmi of *1 f\si> c^i a woo offuno which to?r{)*pf erratum^ , 
an iTKhfTtmire map an inchflrtmcn nup of a prtwjn'^/^ 

<l<p(*Twii on hit pcifocnro, ihatif^ imhii lailM, and will rmiain thn i 
*ain« 10 ln«« a* hn »«»«< «rr iciwlun^rd A charRp Jn ruIm | 
«h^ ohl mdifrorncr nup irT»K*ni, ai»o\ tsnr hai dim K» iy drawn J 
Paopcancior l^^lr^^ae^c^ Cl r\ ri 
Wrlucr tlrfinfcj an mdjflriTncf curv*e wtih iha aid of an 
»pui(mar> i!l»*trai>on Sudi an illumaiion, Iiowntt, do« rot http 
m to dtlCTjmnr ilir diapc ami mh*T pitjpntio of luch a CMr\r. 
roTJhai w inmi w%oVp ih'- »Ul of *otop Ut\$ 

Siefv Would jhPCunMlt^ upH-ardi, or d<«vTi>»*an!», w run 
pjfatleJ «o rjdirr of «}ir «»ri^ Wc hnmv lhat if t|innlHlfs of l>oih 
coinmoduir* inerraw, ihr nw romlnnation wiJl hr a pfcfrrrncf, and 
not an indinirrmfr romliinauon of ilio old Tlnn, m Fij. 4 7, Ji 



represents a preferred combmaiion to Q, and lienee the two points 
cmnot be on the same Indiirmncc cun,T. In other iworm, an 
indifTercnce curve cannot slope upwards to tlie nghf' Similarly, 
ifquvntily of one commodity rmtains unchanged while the amount (k 
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ilic otiicr inrrca'C':, ihc ncv,’ po'-ition will b** oi>f nf puff i on T 
in fit'ui cs 4.3 and4-4, R. r»'p.t."-ent<i a pj rft net! n.tjilnn.ition b<v c'lntparin 
{),. Hence an indifiennee cnr\r will not Ijc parrdlel tr> 

, of the axes. Tims, as a j:;encral rule, if the individnal has na.'.c c' 
one, he must have less ol the othci comtr.wlity (ron.pare, /* 

Q_\n rig. 4.3) to make tht new comhin.ition tqiMliy sahi^d wi’h t”C 
old. ^\n indifference curve will, thin foie, >^li)p'., doviTiwardv to th'' 
right. Tliis is the fii-'t piopcrty of Mich a curve. 

Ccntexitj triivatds origin The 



Fig. 4 6. 

4.7. As the po-ition moves from 
larger. In accordance with 
the principle of diminishing 
marginal rate of substitution, 
the M. R, S. of D for A at R 
must be less then at Q_. As Is 
shown in the fieurc, this is 
possible only when the curve 
is convex towards the origin. 
This is the second property 
of an indifference curve. 

1 An CMreption to this 


tio.n lictwtcn M. R. S. and ait 
mdifTeirnre cuiac. In Tig- ">.6, 

/ IS an indifftrcnrc rune, lo 

moving fiom Q,to/J, theindhi' 
dual IS prcp.ucd to part vnit* 
QP of ri to get up RP of B- 
H'-nre the M. R. S. at Q, 
givtn by QJ’jRP which 
^ the slope ol ihct angen 
at Q_. Consider now Fig. 
0. to R, Uic amount of B i-s 
Y . 



Fig. 4-7. 

statement is found in th'' case of cornpieraenlar> goods 


which can be used onl> in fixed proportion. In such a Y 
case if one of the goods increases and the other docs not, 

Ihc additional amount of the former lies useless. Hence 

A 

for such complements an indtfierence curve is m the shape 

of tvo straight lines each running parallel to one of the ol 

and mcetmg each other vertically. 
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J^aii mtnsection of mdt^trtnee curift Ncvt vs-c c-ill (o our Tid the- 
TXiora lint two quiattties 
uludi arc each cqud to a 
third cannot lie uncq^in! 
Thu leads us to the third 
{HOiKity tint two iridifTei. 
«nce ciirats cannot mtei- 
t\eci For, d thej wtre to 
miersect (Fig 4ij), com» 
biiiauon* P and Q. would be 
each equall> prtlt rred to R 
md hence P and (J,must be 
indififiinci fpinbsnations to 
I jch other P and Q, smU, 
ijicrefore tie on the same 
inditTircnci curve In othei 
words, the two indifTcrence cuTxescomcidt, ihev are the bamc curst 
lildi_ffirert(t <uries <ind tmpmfmfnl «J Let us now lalt luo 

mdifTeiencc curves, /, and /. ^ 

/, lying to the right of /, 

Points and P, icnrcs'-ni 
equal amounts of A, but 
represents a larger amount of D 
than Pj Hence Pj represents a 
morevalued combination than 
Pj As all the points on one 
indifTcfence airvc icpresent 
equal sailuations, ever) point 
Oil /, represents a combinaitou 
preferred to thatrcprcscntcd by 
any point on Ij An mdilTer- 
cnce curse to tlie right icp 
reseats preferred positions and 

hence, a consumer ssoiild < . 

always endeavour to niosc «i$ much to the right as possi 
CcLiLiBRiiM t\mdTt\o Co>»yoi>mE6 

Pri(e /rrr To find out 
the equilibrium 
an indnidual when there 
ire only two commodines, 

ence map atitl pnee hne 
We have es-plarted what an 
indincrcncc map 

Uic market rate of exchange 
that for OA «»'» - 



r.g 4<j 
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A OBi Tinits of B can be purchased. 'Hien -4iBi This line 

exchise, or income-price, or more simply, tbc price im . 

is the locus orpointsrepresenting combmalions wluA " ^ ne 

^n have. He may have OA, oT A ^d nonc o^B, OB, f B 
^ A, PQ. of A and 0Q,o^ B, or Qi P' of .land ^ 2- ^_^ratc. 
forth. The limiiing circumstances are_ income 
With a change in cither of these, the price Ime mil b 



02 01 . 



Fig. 4'11. 


Fig. 4-12. 


Changes in price line. In Fig. 4 . 11 . Me note that tvhen income 
changes from OA^ to 0.4,, exchange rate being given, price ime 
changes from A^ Bi to A, the nets’ line being parallel o 
old. Fig. 4.12 shotvs a change in the exchange rate from OAiluiSi 
to OAJOBi, income remaining the same. The nets' price line in 
this case tvill be A^ B«. 

Equilibrium purchase. Given the tastes and the income of an 
individual, as tsell exchange rate in the market, the position can be 

depicted bv the diagram 
4.13 of (7„ L, 4, 74) • • • - 
. . constitute his indifference 
map. A B is the price line. 
C, Cj, C2, Cj, C4 .... are the 
various combinations of A ana 
B, tvhich he can have. As 
every curve to the right repre- 
sents preferred combinations, 
of the above possible combi- 
nations, he tvill select C. Any 
combination to the left of C, 
he would not have because 
; curves to the right represent 
prefc^ed positions. Any com- 
bination to the right of C, be 
cannot have, because he must 



remain on the pni^ line. Hence the combinadon tvhich he tsill have 
represented by the point where the price line tangentially touches 
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•an mdifTcrcncc cur\e In our example, lie mil gi%e ^ of to 
get OL of S Equiljbnum be reached wlien he has OQ, of A 
and OL of B 

Income Consujjption and Pricp Cossunption Cur%es 

In arriving' at the position of equilibritim « ith o commodities, 
three factors arc assumed as given — tastes of the individual, his 
income, and the market rate of exchange ^Vliat %\ill happen tshen 
there occurs a change in any one of tliese (actors I^t us introduce 
such changes one b> one and study the repercussions 

Chanoe m taiu A change in taste implies that the indifference 
map li no more relevant A new indifTcrcncc map is to be drawn 
The conclusion will be the same Equilibrium combination will be 
the one tcprcscntcd by the pomt where the price line touclies an 
indifference curve A change in taste is analogous to a change of 
the individual 

Change in iHnme A change in mcomc mil mean that while the 
indinerencc map re* 
mams the sime, the 
price line shifts to a 
new position, parallel 
to the old Figs 
4 1^ and 4-13, show 
the various posiuo-is 
of equilibrium for 
different levels of 
income 

The positions of 
equilibrium are C, 

Ci, C„ C^ for 

incomes, Odj Od* 

O dj, 0 At 
respectively If wc 
jom these points, wc 
get a curve known as 
the Income Consumption curve (dotted line) 

In Fig 4 14, purchase of B increases as income rises In 
Fig 4 15, purchase of J? decreases, as income goes up Both are 
possibilities The former is a general case The latter is a 
possibility when d is an inlencu’ go^ In most cases, the demand 
lor a commoditv will increase when the income increases But m 
the case of inferior goods it may decrease For instance, with an 
increase m income a person may reduce, or even give up, the use of 
iTgctable ghee and mercase the use of pure ghee The change in 
demand consequent upon a change in income is callrf “income- 
cfTect” As we have seen, the incomc-efTect may be positive or 
negabv e. 
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Change in pncc^ 


^Vc no-A come to 


Y 



tlif otlifi clntKjr- 

WiiPl t.i'l h.ipp"0 ’• 

Oicr. 1' f •>'-’* 8'' 

r.nc c'H'-mSc 

. „ .- ■,n‘t?rce 

•VsllK'’. lO O’l 

a change in pnc% 

v.,ir? cornmoiiitl _ * 

niones. 'VSH'n 

ell. nai " inci.ir' t' 
mg int 

li. f fiom the s-’nic 

p:Mn' on tlm 
lu '■lopc on elm 

Ihi-. <lop' incitr'cs \'»er 
B becomes de.ar 
i.UU "h<n 1^ becon'O^ 
cheaper. 



quintiu purchased. Tirsi _ _ 

ue assumed price as given and studied the effects of chimgcs 
E'.erv increase in income tabes the consumer to a higher 
curve, jr., it improves his position. Con\ei=dv_, a Ian m j 
leaves him worse off. The effect of a change m mcome 
Ji purchase of the consumer is known as income t ffect. 
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Price effict Then ^^c assumed income as guen and studied the 
effect ofcinngcs m tfic price oftheoimmodit) The effect ol a change 
in the pnee of a commodity on Us purchase is Ijiovsti as price effect 
Pfirc consumption curve traces this pnee effect 

^u4MMihon eftcl Tl mav so happen rfiat the price of the com 
roocht^ changes and simu)tancou«'l> ivith it income also changes 
so ippropnateh that the individual is neither better off nor vsorse off 
than licfoie Iseacrthcless, a change will occur m his dislnbulion 
■of income among \anous purchases If the puce of the com- 
modity under consideration has risen, less of ittviU be purchased 
If, Dll the other hand, its price has fallen, a larger quantity of u will 
be bought 



For instance, suppose its price Ti«es It wall be tanLamount 
to a fall in income If income is also raised appropnatcly, so that 
the individual is completely but just compensated for the rj<e in 
price, he will be neither ^ 
better off nor worse off 
But the tncoine now will 
be so spent that less of tlie 
commoaity m quesUon is 
purchased In technical 
language the indnadual > 
will remain on the «anieg 
indifference eune, but be§ . 
vsill move along it to a 
position where he has 
a smaller quantity of Uie 
TOmmodit) Such a change 
in the quantity of the com 
niodu^ while the individual 
siill remains on the same 
indifference ciuve, is railed 
substitution effect The 
tonrtpl of su^utuboft effect can be easily explained with tiie 1 elp 
Ol til'" ai)ov c diagram /Vong ibexaxis, we show die commodity 
and along /-axis is shown monc} We start with a position vvhere 
money in^me is A and yf. At »s Uie pnee line 0,^ wall be the 
jwuion of equilibrium sotliatthe individual purchases Ol/, units of 
the ccmmodity ^ow suppose tliat the price of the coramodiiy rues 
and there « a «mpensatorv inaease in income so tliat OJ, is the 
new income and Bj IS the new price line ^represents the new 
p<K«uon of equilibrium The individual has remained on the same 
moillcwce curve but ihe quaatitv purdiased of the commodity has 
Hence moiTmcnt from Qj to Of « 
substitution effect Quite similarly, if price and income were to fall 
m such a manner, tint he reanum on the same indifference curve 
but the quantity of the commodity increases, die result would be 
desenbed as substitution tffeci 


Mj M, 8| 

coA-Moorry 
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Income eFtet end subiUWtur. ‘ J ‘'f ‘‘„" A to 7?- 

Moreover a fall in pnee implus ^Y\c nevs pticc, 

vshich was equal to the old pnee, « ^E''" nredvees ju't 

produces the substitution effect. A rise m pnee prcai j 

reverse _ .... , ,„^.Vfed td* 

What the substitution effect will , ^‘ojnmodity for 

certainw. With a fall m pnee, the M. R. S. of the 

money 'comes to stand ^se b 

individual purchases more of it On the mher ; „ effort 

price the individual would purch^c It^s 'Hms the suj^ 
tends to lead to an extension in demand when the pnee !ai 
a contraction in demand when the price rises, ^ a- » *s not 

We have already seen that the direction of mcome-cflcc i ^ 
certain.^ With a rise in incoine, the individual vnll oditv 

more of the commodity, but he may purchase less if the comm 
is an inferior good. On the other hand, vsith a fall in «Jcomc, n ^ 
purchase less of the commodity unless it happens to 
good in which case he may purchase more. May it 

carefully that even in the ease of an mferior good, more may h 

chased with a rise in income and less with a fall. In otliCT w 
though inferior goods may sometimes form an exception to me 
they arc not always an exception, 

liCt us now examine both these efTects together. In 
of goods, other than inferior goods, both the income-effect and 


2 P. 43. 
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substitution effect ssiM alwrys pull in the s-imc direction ^Vhen 
the price falls, both thc«e effects will putt lossnrds extension in demand 
On Uic oihethand, with a t«c in pticc the ttso effeeis will lead to a 
contraction in demand 

tnjmei eomvuHiiUit Suppose, the price of an inferior gootl 
falK Ai a result of substitution effect, amount demmdwl udl tend 
to extend As a result of income-effect, tfic amount may tend to 
extend or contract II the income-effect i$ extension in demand, 
then the total effect »*»n l»e ihe same at in other cases But, uhen 
the income-effect i$ contraction m demmd (nc total effect depends 
upon whcUier the substitution effect exerts a greater pull or the 
incomc-encct Inferior gootU which claim a Urge proportion of the 
income of the mdnidinl, ma) be such goods m the ease of tvliich 
ncgau\e income effect outweighs the positive sulistitution effect 
Such inferior goods are called Giffen goods Thus, inferior goods 
ma> be Giffen goods or non Giffcn goods It n only m the case of 
Ciffen goods that a fall m pnee will result in a contnclion of tlieir 
demand This anal^Tis mutandu applies to t rise In price 

Tluis It IS onl> Giffen goods the demand for which will extend wuh 
a rise in price 

Cone^ na*» The conclusion u obsious As i general rule, 'i 
higher price will go with a smaller amount demtnded while a lower 
price will be accomntnied by t larger amount demanded In (he 
case of inferior goods, this rule may sometimes not liold good— 
when the mfcrior good is a Giffen pjod In the rest of the cases, 
which form a hrge majority total the rule wll be \alid A typir-ij 
demand curve will thus slope downsvards to the right, smaJlee 
amounts Ix-ing associated tvtth higher prices and lirger imounts with 
lower prices 

Price Consumption Curve and Conventional 
O eSIAND CORVX 

CeiicatUond demand euree ^Vc has e seen abos c that an individual s 
demand curve for a commodity slopes down to liie right VVe have 
used the term "demand curse m its commtional sense In it price 
is measured along the sxrtical axis and the amount of the commodity 
along the horisontal axis The curve cwrelaies the two 

U pnee Consumption carte « dwuniif curre Some svTiters ha\e 
claimed ihat price consumption curve is a demand cunc IP 
quantities of a commodify are measured along the Jionzontal axis 
and money income along the verucal axis, and a price consump 
tion curve is traced then, gircn (he income it is possible to read 
off the quantities of tlie commodity which will be purchased at 
vanous prices Tor instance m the diagram below OP is the price 
consumption cune relevant to the income OA If the price of 
the commodity is OAIOS, (2, will be (he point of equihbnum In 
other words, amount purchased of the comm^ity will be 
OM If the price rises to OAfOBi amount demanded contracts to 
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falU .o O.l/OB. a^o^t 

contracts lO u/tJ;. 



Comparison of Jf^r 

■mJcs. It is obnot.^ 


Uchniqms. It is 
interest that the iv-o 
ques be compared. 
rollotvTng points 
notice : 


M,B.M M, B 
COKMOO/TY 


1. Indratving a comer, 
tional demand curve mco® > 
IS assumed as given. 
hov.-cver, enough to tnm ' ^ 

as price changes, mcog- 
remains the same. 

fact, the change m amot® 
demanded can be read off a 
the demand curve. A P 

“SS Kcptf r. .hi*- ^.e-cur., 


Fig. 449. 


2 Inttecaseotco»vci.t'.c.oald=ma.iJ<™i''.P"““''5''“.“l'B 

r.'pS'^SS.plot 

!° » ^SoV of Fhc ip,orcop/or *0 to'Ja. 

^ r. axes {e z 0 A', OB'). Such changes are less easy to cony ^ 

‘’’'" 3 •n. SniiJ.l dc»=..a CO..C .,pp« 

• v,t Tt Is eass’ to realise by a look at thr: curve that 

Sfmanded contracts tshen pricc_ rises and Tircs. 

^ . ^^,,-rryTxunr\ cAirvc starts Ironi the oriOTn and slopes V 



it does not so obviously indicate tne inverse relation oersv^ ^.,y.o 
in nricc and consequent changes in amount— at least vO th - 
nre" not v-ersed in mathematical methods. 


4 tSTien V. c come to the question of detemunation of 3^ 

^haff imxtanosc the conventional demand curve srith the convOT_ 

Wy wrv^o trace the position of equilibrium. Price consuiup^ 
.r-irve cannot serve this purpose. 


Our conclusion, therefore, is t^t evOT though a prire const^?^^; 
^rvecanserv-ethc function of a demand fmYC "town ^ 
relation l«tvvecn changes in price ^d amount, it is a 
and clumsy tool, -^nd it fails to be of servace on many occu- 

' '-cTe the conventional demand curve is really helpful. 
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I ... ? ffKrri 

-.nr/ :i..S 

“TriV..tr_ar,d is n>s.rr >l..-». "■<•" ■>" ‘ 

■nrirr \iCrC ^ -—.1 

£,,,f j: "i J« she !nzc. rJrcad> 

, . -, .1,..^,- arc ^:ric aa-puo .•■. . Ont'* 

cic V tr.nd^ 

thtis r-tiraci ir.ore custom -.^kc tb^ 

t£e ca- or a«-t-. 

SVir W soSmcs found a^sT.c'l’mr-^ 2jv^ 

-uH 1. a.-- 

as inrtmot at lov c. price'. 

DEitAVD Asn -V-'OI-ST Di-V'-.I'SD 

EiUnsion cni cmlrocUf^- of d'rrcr.d I.u j to conr.o'f 

.he ™ JS' S:.';^Sen; .o e,.e.d. 

Ih. .ante meaning'. In Ecoriomtcs. u i' -oa. - c 
dilTcrcnt inf^ings to ilicm. t,^.rc 

Tttc relation l>civ.et-n price and purcha5^< mtt' «5 

„..e. O, ,hls »ne, sse c» seed pd« 

In Fig. 5-1, at the 
amount demanded 'i , 

If the once tscrc A 

amount demanded t'O. 

hate been OL’. Thus, ttn*^ 

price changes, amount 
manded is different bu’- 
demand curve remains ^ 
the same. This is express^ 
by sating that a change t ^ 
price changes the 
dcmrmdcd, but cot 
d'-mand. Changes in 
amount demanded ” ' 

called coaeasions or contra- 
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An increase in popnUtmn, for insuticr, inue-ws ildnand and 
tifet'ria. Similarly, nhen morrjx^pleacnmrc lasicfora commwlu), 
or s\hcn nriers of lU »ul«iituif5 nsc, or ihr unices of its com* 
plcmcnis fall, the tiemind for the commodity incicascs. In the reserse 
circums anecs, »t decreases. , 

We rnay now rtplotr the exact intplieafiom of a chant;e m 
demand, 'lai.c the case oi a town, sshere electric power is bemsj 
supplied Irv the Gotrrninrnt Ln ns start with a {XMaion of 
equi’dinttm, where the price |>rr electric unit » annas four and the 
comtimption is fis-e lakh units Now suppose tint the population of 
the town increases somehow OhsumsU, it the Cosernment coniinur 
to charj^ the same rale i>er imi», iioits ol e!ecJiini> consumed will be 
more thin before On tlie other hand, it the Goternment does not 
produce more jsowtr, it ssiU finditielt in a j»o<ilion to ciiarRc a higher 
rate. In other words, an increase m slcniantl implies that at any 
gisTO prict a larger amount swill V>e piirch ised, or, that an> given 
amount would be deinanded at a higher price Contcrselt, a 
decrease in tleniantl implies tliat if price remains the same, omoimt 
demanded will lie les», and if amount irmair.s the some, price will Ik* 
lower 

A change in demand thus is a rcplaceinent of the demand 
schedule hj a new one When there is an increase in demand, 
the amount shown against every price » larger than liefore as 
under: 

TAHLC V-a 


Price per unit 
of commodity 

. (R>) 

Units of commodity 
demanded initially 

Units of commodity 
demanded after 
inerrase in demand 

2 

1200 

1450 

3 

1050 

1270 

4 

91D 

1J20 

5 

cuo 

950 

G 

G95 

r.oo 


Similarly, when there i» a decrease m demand, the amount shown ’ 
against every price is smaller than before. With an iiicr-a$e in ’ 
tlcraand, the demand curs’e diifis to the right and fakes an 
upper position On the other hand, wlitn there is a decrease 
in demand, the demand curse shifts to the left and takes a losscr 
petition: 
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in.tt te* noted ti)m 

„l.i!.-.. .I..,r4.- in 
d'-manded mat _ I ' . „ 

a than"- m 


p_tru''R cjNUitc»vA-no'« \niu r nrwsM) 

Dritvsii A\» TUP Srinjj 

TtJ f fr^ rti/ Si^nifirsrfe u 1 drimril to thr srilo lii-* m ilic 
ftct ihM vl ImiT^ him <ilr-r«rij«5 o' r^vimir Prom In jxmt 
of Mcu, thf qu'^tiort c \ mind li« m I" sititlifil wir* i<-frr^nc< to 
revniip Tui il rr^ruj i>f n -ifUrr !< tli*’ njr>'^r% ilul hr rrrnvM 
from hrt iQt^l sill H each unit wiii M i iliITi rent ‘‘pticc , u nl 
rrNTivut: n ih'- i^'n 411 ^um «*J thr»< p icr ll unt w snlcl at 

thr sim* p'tcc thru llir muhip'r i»uc «nd mimlxT of umts 
tolal rcvrmi'- Ihm 1) thr i» 1 f •' >» * iujxts jyj unit anil ion! 
vilc 11 If I vmu«, rr\«mi \mH Ik 2 ^ 1< s=~i 1 tujKf« 

t rr i r V\«ti^ rcv-mi* i t! m<n«r {vi t.~i' of 
nlr ll IS round b\ divwlmv lou! mmii'’ )>\ i! r nnmlxT < f units 
ObMojsiy, »l i!»nVr»-ni units trr solil U ihriaim price ll rn tvcritfr 
resrnue eqiiaU price Demand riirvi ticinij tir pirtorn! tcliuon 
between pVr and anwMini d'finodrd it «* «! o ihr picioiiil rehuon 
b-issfen the n\rrn,c iisrmit md iim uiit »i» d Ihw ifivrurrc 
to dnv, ih dem nd cuiai t r ih< p »d« t <1'' m mdiMduil producer, 
i\T ctn neat It t!vi t hti avert?* uv<n«e lurve Sitm’ir’v if ur 
draiitlnmirk i demand enne I ir ii mimliit uctn »lv<> be treated 
as the av r ig < \ n«ie i » rvc ol the % li ! vlmiry Dt mantl curs c 
i titer fore tl o the avert?! uvroiie »mvc 

Margiftj! rrz'tiiu Margin d reventir « the reirniie earned 
from the margiml urit It mhe diflirrme unde to ilu ttu! rrvTniie 
if a unit rediietton urre m <1 11 ih amount void Tlim if filtr 
units could lie told for K» Hi> '*nd font nine units kr Rs ) 38 i 
then marginal resejitie of fills uai s is mo jupces In algebraic 
lanffiia^ , m rt,mil revenue on 1 sale ot ui 1 s is the total sale proceeds 
ol n units the <ile proceeds if /n 1 ) emits uers so’d 

IttUrre'diion li u tal revtmie scliriUile for a product 1$ nven, 
ne can evily discover the nverage revenue as vicl! as ihe mu ginal 
revenue schedutrs from 11 Consider, for ixaniple, llie following 
table 

TAnr c V i> 


Amount of Total 

commodity Rev emit 

^Uniti) Ri 


Average 

Revintie 

Ri 


Marginal 

Revenue 

Rs 



10 

>B 

2^ 

28 

3P 

30 

28 

Hi 


10 

9 

8 

7 

G 

5 

1 

3 


10 

& 

6 

4 

2 

0 




^ , economic theory 

_ 

Ave'rage revenue of a given amount is found by dividing total re^enu 

by the amount. For example, 
aveiage levenuc boni a sale 
of four units is 28/4=/- 
Marginal revenue is the 
addition made to the total 
revenue by the marginal 
unit. Thus marginal icve- 
nue of four units is 28— 

24=4. We can also discover 
the total revenue schedule 
if average revenue schedule 
or marginal revenue schedule 
weie given. Total revenue 

of anv given amount is the g 

pioductof aveiage revenue AMOUNT 

and the amount. Also, total 5.3^ 

revenue of a given amount omount. 

It is important to note hovvvvc can 1^ Pig, 5.3 

y AR is the average revTn^ 

curv^e. Total revenue ol ^ 

amount Od is given by 
area of the rectangle Om 
In Fig. 5.4., MR IS 

marginal revenue ci^'c. 
total revenue for the am 

00 is the area OQPL- 
Relation between avera^^ 

1 evenue and marginal rev 
nue is also of interest, it 
evident fi om Table 5-a, 1 1 
for one unit average an 
marginal revenues are 
It is also evident that 
the average revenue lau-. 

In fact marginal revenue falls ttt. 



Q 

AMOUNT 


Tig 0-4. 

marginal revenue also falb. in lact marginal levcimc •<*.- - , ^ 
rapidly than the average revenue and thus maiginal revenu 
different amounts is less than average revenue. In other 
V.C were to draw aveiage revenue and marginal revenue curv 
both would start together, but. throughout its length, margm. 
revenue curve would lie below the aveiage i evenue curv-e. 

In the case of straight line curves, this relation is more 
In Fig. 5.5 AR is a straight line average revenue curve and nin - 
the corresponding marginal revenue curv'c. Of am given amou 
O Q, total revenue, according to average 1 cvcntic curve, is the ai ca 
OQPL, and according to the marginal revenue curve, it is the area 
OQSR 
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Cemclmnl meihoJ The second inctliod of measurmc; clasticuu 
IS the geoniftncil nii t5iod 
Hero, e)astici!v of demand is 
souglil to be calcuJaieulfum 
the dem-Jid curve, wndi thc- 
hclp of the formula used m 
the lust method 

In Fig 5 7 IS the 
demand curve and AP is 
ihe tangent to U at Q. 

hen the pnee changes 
from OS to Dll the quan- 
iit\ changes from OL to 
0 \ If the change m 
^ price IS small, Q, i "ill 
be veiq close to Q, and 
OM mil be approxtmatc- 
5 7 equal to 0\ Kow* 

, ^LMfOL ^L\f ^ 09 

sivioiy Tir^~ic^ 

_ TI ^09 

"* (>r 0/ 

= V 

0,1 ^ Ol /Triangles Ql F inrl 
(yLP are smuiu). 

^JP 09 
O! ^ QJ 



AHOUm 


If d IS a straight line curve " 
of demand when the price 
IS PI^is PTjPt At the pnee 
P (y It iJ P'TIPt ararl>, 
then, fhsucitj of dcimnd at , 

difTcTfnt prices, is dinirent S. 

'llus^ncKnton Ins three ini- 
piryfnt lessons for its lu ^ 

n As for an> coinn oditj V 
elTliioty of demand niav be ^ 
d frcTcnl m diflVrent prices, 

»/ IS not \M5c to make 
C nrrabsed ronijjaroine 
s virmcnts a1x>ut rlastiotifs oj 

clemandfor iv%o cuminod«if», 

it vnm’d, for cvjmpV, tie 
yicorreet tosav that demand 
ti>z- biQclrs IS more rlistic 


in np 5 8, eHstieiij. 
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than thcrlcmand for dice'. It may he pfi-.'.ibV to find mil a pair of 
their respective price; at whirli demand for dtnrs is more ria'iic. If 
at all any such comparhons arc to be made, it may lie done '‘.it the 
prevailing” prices of the tuo, 

2. To find out elasticity of demand for a comrtiodhy, th'- 
■chtinge in piicc imi'-t be scry sm.all, otherssisc tse might fil'd 
ourselves calculating elasticity of demand at two prios at the 
same time, 'fliis point may be chtiificd by an iliiistration. 
SuppoiC the quantity demand'd of a commodits ,it tsso prices l^ 
as under; 


Pi ice 

»pcr unit) .\niount demand'd lUntt-) 

Rs, 5 50 

Rs. 6 45 

Taking R'. 5 as the initial pticc. elasticity of demand ssould l>c 
5 50 1 5 = 5 10--1 2 .knd taking Rs 6 .is the initial price, 

it Mould Ik n— — fijf* — 2'3. Tlic di'crcpnncs an'cs liccaiisc 
1/6 

•of two reasons. First, elasticity of demana at diffircnt prices is 
■difTercnt. .Second, it is a mistake to studs el.asticits of demand ss'ith 
such big changes in price. 


3. As a rulf, '■lasticity 

Y 

1 


lu 

Sj 

5 

a. 


ai- L 

O' 


5 9, 


of demand is difFeicnt at different 
points of d'niand curse 


as shown abos^ Tliere 
arc, nevertheless^ three 
kinds of curves inksshich 
elasticity of demanP "dll 
be the same ihiVnsI^* 
out tile 
curse. 


length op 


Curve 



5Vhen the 

parallel to the r -- 
' Fig. 5.9 ). ' 

demanded clo<« ‘ it 
sshatc^r U 
change in price. In ” 
a case, elasticitv ' , ’ 
dmandisrero at'es, - 
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pticc Such demands are said to be ngtd 
hes the case of mfinUe V 

elasticity of demand In 
this case, the demand 
curse runs p'lrallel to the 
X axis (Fi? D 10) A small 
nsc in pnee reduces the 
amount demanded to zero, 

M lule at the price OD an> g ^ 
amount is ‘ileable The “ 

third nsc is of a rectan- 
;^5ar^ Ii)per5»Ja sJiov^n 
m Fig 5 11 Here the 

■clasticitv of demand is Oi 

iinit> at an> point of the 
cunt 


At the othei extreme 


•o' 


AMOUST 


Fig 510 

\Uthod of MM guth} The third method of measunng elasticity 
of demand r* /rom the 
total eulhv or totnl 
rcNtnue High elasticity 
of riemmd implies that 
extension in oeinand ts 
proprotionateh more than 
the fall in p ice nnd thus 
ihe toixl ouih\ increases 
SimilarJ) lou elasticity 
of demand implies that 
exlcriMori ift ritmand is 
proportionately less than 
the fall m price and thus 
the total oufhv falls Thi'v 
leads us to i triple Jormula 
Wlicn the price fal’s 

1 If the total outla} incmses, clasliaty of demand is more 
than unit\ 

2 If the total outlay dectcascs clasticiU of demaed is less tl an 
unity, 

3 If the total omHs remains the same, elasticity of demand is 
equal to unity 

•linuLarK, elasticity of demand u t<xpectiv-eK more than Icfs 
than, or equal tounity, sccordir{;asthe totaloutU) jslessihan, more 
^^than, or the same as liefort sthen ihc price rtsrs, 

Ij. ertJ Thu meil otl of n>ea«urircf 

^ Usuaty of demand rnaWcJ « in rna1>I»h a rehtion I'ciuern 
^uargma! rrsxnue ami eUstmiy have ahendy seen that 
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f)U 

rn.'rginal rcvcmi' 
Y 


nci'xt’vc, or 7 





rif ri-r’i/'C'. 
hit!'- more 
p'.ici'n’'cu. 
dv ^cs coim^ < 

1 


n-icr. 


W'r- 


rf>, '.KcorcmiJ • 

ir,nra>cv. 

rr.n'it.int v, n- n ■- 
<o'd 

E-.ter.sion in r-'* 
v.ith a 

avr ’’•“f? 

d.-'^urity o\ rVmnnd n 
,nou- thnr. ir« tp.nn. 
tfii.al to ucitv r.rrcrtn:*-. 
toosrqurnt upon n _ au- 
pric'-. lot.il rrvcnur )■' 
or undmi.imtl. 

iauidiv ofdrmtmfi 
dual irventic ; 

When th'- foriner )- 

latter is ne'?au'f- 


\-.'lu n 

luai! 
po'itist . 
lot-., thi' 


most. 

Heno’ 


is /-.o wh'-n tlasufiis of demand is 
Mcrg.nnI Unemte, and '•lasltcihn An 
'ation tnas'b- ciedured beluecn 

end clavKits of demand in the ca'C oi strain 

line cui \ < ' 

5 12 AR and MR aie respectively the average 
marginal i»\en‘ie eurs*Ci. lor the amount OT, 

Elaslici'v of demand 


And maigin.d rcs<-nue 
Atirng- Rn'iiUt, 
incthcmaucril :< 
average >e\rnu 
:ui 

In Fc 

-,1 


ind 


=- pl;pr --= osioR 

— PTjPd (Since SR and Pd are cqual^ 
^ _ Avnasc i?c rc«ttc _ 

^PTtPT-QT=- 


if we pul. 
e 
A 
M 

then. 


equal to Elasticity of demand, 
„ Averaee revenue, 
Itlaeginal revenue. 


Averacc Revenue- 
Marginal Rev. 


e — 


A 

~7n^ 


This rrlntion is important and needs to be hnonm in all its forms. 
Its olhei tno forms arc. 


M 


= A(i-iit) = '‘(r}-) 


I 'Il'o igh VNC have established ihe relation for straight line cuncs> it is tm^ 
c\cn v.hen curNcs arc not straight lines. For, even when tlic average 
curve is curved, the marginal revenue corresponding to any point on the 
average revenue is the same as marginal value corresponding to the tangent a 
that point. 
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Co'.'-vmir’s Scrim 

to ibc in..Kmuim uhich thf- Suyr ^ ‘ jj ,hc pnce 

unit It tlK' Priro is liicli'T. h'" ^s<>u■‘I I-'” ‘ , vl'rt ■ 

equals its iiTilits, there is a l.alance ."'"j . purcha5e i! 

he pass. In c.ee the prite is h.utr than ut.ltts, a ss 5 .^ 

ancFsct pas less than the rnaVunttni he e prep...tcl to p. . 

Tlic -ditTcience IS called “C-onsuiner s Surp.us 

In rase a number ol units ate purchased pri < inarglf- 

thc maremal unit arc tqaal. Ih< te ,s thus a there 

On another units, svhich mas he railed ^ ' h^l^-iuj.cs 

is a surplus ol' utihfs over price I he sum of 1 tT 

lute> “Consuimt's surplus”. 

Inl'm. 5.13. dD is the m.trmn.d / ’Jlhc prlc<^ 

y and OM is ihe qn^l jy 

q! demanded ._ ^ 

K named is qivcn bs % 

Nv OMPQ_. 

K prise paid is OMP^- 

5 p difTerence, i c., ‘„*e 

VSR PQR measures cons“”‘"' 

g- surplus on this purcha e- 

§ surplus and the tech 

S of mcasuiinq tt fro"’ j^. 

demand curve is froq"*^”^ 

o' Jj _X made use of. 

" fit that SVC consider ihci" 

jCiyfr’s surplus. There is, first of all, a conlusicn of 

aspect and satisiaction aspect of this concept. Consider jne ^ 
a person s\ho goes to purchase a melon. Judging a piece 
market, he places its utility at, say. ten annas ss bile the pnee c 
by the seller is eight anras. Suppose further that on actual jjj 

he finds that it is not as good as he had thought and is hardls 
six annas. Now, ifssc consider utility, it is a case of consumer ® _ 

plus, but if w'c consider satisfaction, it is a case of consumer s 
Marshall would get out of this dilemma with the aid of the assumP 
alreads' referred to, liz-, satisfaction is always pfopiortional to " 
Boulding. on the other hand, suggests that as generally 
surplus is calculated on the basis of utility, the concept be Rf- 
“buscr's surplus”, rather than consumer's surplus." 

Hlrhsian censtmeps surplus. In Fig. 5.13, RP is parallel jn 
x-a>.is. This implies two assumptions. First, that all units 2 
purchased at the same price. This is our usual experience in praeti 

2 Eoulding, Erc~iomU Anahfsis, p. 717, 
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lioi of margin?! tiUhiN m dilTirfnt vut . , 

« V>^ *- c? 


exptnduuic. i> ^EfT, rrni vist'^ rnavim^fi asH‘\&‘— , i^w 


On die assumption inai - ■ r . ,nr.ximum sad^facuoi^ 

orcqui-margmalutdiu also becomes oie las ol i ^ ^ 

The laM of cqui-maigm.a! utdus 1 -ps ^aIior.‘= 

l„rs » q»».Hl ot an. ““""'r' ,n "l*'' ««' “ 'S°?t 

dmsc uses Mhere marginal utihu is 'Jl,,;dcd the 

uiihlv ,s more. Second, if the consume. 5 '='- ^ change m th^ 

diat us marginal ut.hts m sanous us,- . iqual. anv cn 

anangement Mould reduce aggregate utihU- call il ^• 

For convenience let us suppose that die tlial 

has opIn t\\o uses, call them .1 ?Jid B. Suppos,- furihCT 
mdiMdual has eight units ol A' and that marginal utilities 
UTuis VI the uses are uruci 

TABLL Via 


No 


Marginal utiliu 
in the use ‘A’’ 


Marginal uiiJ'^, 

in theti-'= 


73 

45 

62 

38 

50 

30 

39 

23 

30 

15 

21 

10 

12 

3 


of units of 
A 

1 

2 

3 

4 

5 

6 

7 

® ^ 1 ,«ed difs^ 

Let us start from the podtion that the consumer „ us*^ 

units of A in -1 and five units in B. Marginal utility , ‘^npjFe or^ 
would be unequal — fifty in A and fifteen in B. Now. if he s 
\inii from the use B where marginal utility is less to the j^^-siidi- 
il i 5 mo’-e, diere will be a net gain in aggregate utility. _Fo.- ‘ 

a shifting total utditv in us** B will fall by 15 vshile that in i^o 
rise bv 3h. Such shifting from the u'e where margin uthi') 

to 11 ■ U-'C where marginal ulihr. is more will increase aggregate 
uU marginal utiliiv in the two u>cs is no more unequal. q 

Of the eight units of A, vchen five units are put in the 
and three units in B, marginal utlhiy in l>oth cases becomes 
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Small units. Lastlv. we must also note that the laiv of cq - 
marginal iitUity (and for that matter, the principle of substituUon ^ 
applied to am field of economic actmty) assumes that thc^ comm s 

which is to l>e distributed consists of very small units.^ If it is im 

equality of marginal uiility in different uses may l>e difficult to acnie 
Consider, for instance, the following table: 



T.\BLEYlb 


of commodiu 

Marginal utility 

Marginal 

X 

in use A 

in use 

i 

80 

75 

2 

70 

65 

3 

60 

55 

4 

50 

45 

5 

40 

35 


Suppose as before that the individual has eight units of X- 
he Uses four units in A and four in B, marginal utility in is hig5i«"* 
But if he ■‘hifts one unit from B to A, marginal utility in B become 
higher than m .I. In this case there is no arrangement wliich w*) 
equalise marginal utility in the i\so uses. This difficulty^ would 
bTCome all the more mtirdfest if the number of uses were large. It 
arises when the units of the distributed commodity are large and indi* 
wible. I>at\ oT cqui-marginal utility (as also the principle of sub=" 
titution) Is the law of alisence of deviation from equality at the margid- 
It is not a law of rriinimum deviation, since minimum dcviatior 
is difficult to define and ascertain. It is a general rule regarding 
the u'c of commodities which are divisible into small units and-wkich 
has e allcmauvc uses. 


In fact, not only has the distributed commodity to be dh'i'iblc 
into small units, the use-commodities also should be so divisiW^- 
To equalise utility at the margin, small units of tlic distributed com- 
modity Tn?.y have to lie shifted from one use to ffie other. But a 
single-unit shifting will not carry any sense if usc-coramodities 
consist of large units and. hence, each unit of them requires a iarg*^ 
cumVr of the distributed commodity to make. 

KyPEKDlTCRE or JlioNEY INCOME 

Lem Cf-plied lo tnorgr. Money can be considered as one commodity 
and the various possible items of tsipenditurc are its altcmatKe ti'cs- 
I.aw of equi-marginal utility is, therefore, applicable in this cayc. 
parttwlar terms, we may say that every person so regidates cxpendBitrc 
O. niT mon^i-incomr, th.at he gets the same marginal utility on i'b 
o-«iavrn all items of expenditure;- It is-this manner of csprrdTtutc 
w:iir , ersabl-i iam to derive maximum utility from his incorfic. 



OF E\l»ESDHtTftE 


C? 


We arc so oftcrt'Mtnm to this la%v bcmg it work The penon 
^vho controls the purse of the U the housc\«re or the 

eldest male member — is e\cr busy dcadmg hoAv much of the income 
lie will sa« and ho%v much he svill spend In respect of that part of 
tlie income which he Ins decided to spend, we nian> tames find 
that he is trying to reduce e'tpcnditurc on some items and increase 
It on others He ma> reduce the laundry expense to get more milk, 
smoke less cigarettes but get niore clothes In ss inter we may 
find him spending more on fuel and clothes In summer he wsl! 
be diverting expenditure to items bkc cold drinks electric fans, 
come^'ance etc The aim is to equalise marginal utility of nione> 
on different items of expenditure If he feels that marginal unit of 
jnDne> spent on one item, is yielding Ic*s utility than the marginal 
unit »ipent on anotlver item he diterts some expenditure from the 
fottner to the latter tUl marginal utihues are equalised 


CuTtt rr/irti«ilo»;on UsualK the manner of individuai expen- 
V diturc is depicted wilh 

the help of curves Sup- 
pose there arc two items 
in respect of which UW 
and £/j U-i {Fig 6 1) are 
the marginal utility curves 
of eicpenditUTC 0 If is 
the money spent on one 
Item and 0 1/j is xpent 
on the other, so that 
marginal utility in the 
fint Item IS P\t which is 
equal to Fi'fi, marginal 
utihfs tn the other item 
But the language of these 
curves has to be mter- 
® I preted wiih caulion It 

must be remembered lliat it is the marginal utility of money which 
IS equalised and not the marginal uUhty of the items of expen- 
diture TTius if the two items <ff expenditure arc xpples and 
ortns^, utility of manpnal unit of outlay on apples and the same 
on omnsjes will be equal Relation between marginal utilities of 
apples and oranges will be 



Marginal utility of apple s Marginal utility 6f orang es 

Price per apple ” Price per orange 

<?encrafiung this statement wxy ^nay say that ifd, S,C,£>. are 
the items ol expenditure, then the individual will so distribute his 
income that 


inarginxl marginal 

ut ility of ^ 1 _ utiliti offl 

ofii "Price ol B 


marginal marginal 

u tilit y of C _ utdityof p 
PnceofC Price of D 
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The eight bn>ad itcm^ of expendittue weie fwrthei rl'^ihcd h> him 
anto ihi ec broad cattgoncs, and m respect of thesf' categories h'' r ime 
to the following conclusiom 

1 As income increases, percentage expenditure on lood 
•decreases On the other hand, if income decreases, percertage 
•expenditure on food rises 

2 The jiemntagr ol mcoitw- spent on clothing, hit'^ing, 
fuel and light remains almost unchanged, nhcihcr income is i sgh 
or lois 

I Hie p ri riiUg" r xprnihlure on education, health, comforts, 
•etc , inci cases « iiicoine inrres'ses, it dccieascs as income deacascs 

D Fngi.i »nf rs from ihe patu m of expenditure of tippci group 
how lovm group would sjvml ihi ir income if lattct’s ineosnes were 
brought U) the Icsrl ol tlu lo mer Thus if incomes ot the poor class 
wcri raised lo thr We' of the midsU class, the “jwen cl?«s mtild 
begin to dispose of thru m«onvs in the manner m which ifir middle 
eh s vie doing U mn. Iw ohiected tU« this is not a <cutitillc 
\pp,oael\ Tmis \ dis\i\ul has hi-^ <,v.n tastes and ptef i<nce»» 
If the ineoni*' of x poor md sidual w raided to the kxcl of a iich m* 
dwidual thii ts no guxrmtee ihat he would l>egin to spet d Hits incoinc 
in the mxnner m whuh ihc nch individual is spendirg Hie 
objection does not how %ar hoM murli waur En*^] was d^nlitig 
with lar|? groups ol people and to such ireaimrnts, idios^nenocs 
ofmdiMdui! ust $ ard trmpemmrnis can be ignored 'Ilic> are 
supposed to ci'Til ihems hrs oui Conclusions amxtd at h% 

Tiige} are, then foie In aid large, x-ahd 

%\fc haxc noted in the last Chapier that, as the income rf an 
individual maeuse* hi sixndv n ore on dl items except the ' G iten 
goocb ' NotxvMh‘tandipg ih*- f\eepiion, an mrrtose m income 
rrsuhs in in all-round increase *n expenditure Rut the proportion 
of<xpendiiiiio on xaiiom caiegoms of goods cl ange* Comcqiently, 
percentage's of expenditure rn some items mcTra«cs, on ome it 
xlerrcasts, while nn some o*h«rs Uiemaim coiitant 

I ' w of comumpiion would carry a irtuch ch arer mearmg it 
we were to nanslate it into trims of necessaries, comforts and luxurirs 
"^M-cn the iiiroinv of 411 imUMilual is sxtx low he spends the entire 
income on ncer«sarie«, Umtl claiming a \er) large proportion of the 
total expenditure Iniasiigaiions made b> the J’unjib Board of 
r cnmimic Frguira into the fan 1 a budge Is in rural areas Nhowed that 
food claimci! Ijrtwren ^0 to60 r f the total earning of lural popu’atmn 
'aimibrli, estiJii'’tf5 of the Naiiona! Ti come Comniittcc of India 
rexeat thatihe counliv spends nt-arlj 63 per cciU ofds tota’ ircpme 
on fxxl This IS so Ixeaiisc per capita inrome m our coiintjs ,s STrs 
iQw As tneome ris-s Lp fiaim its very low level, t part of it legm* 
to be spent on comforts at d luxuries as well More mones is spent 
on food to ifnp o\c itsi^uahtj r>th'T than mcrejise its quanUt) Thus 
IS jneome anoeases, better qaahl) goorls art^ purchased and 
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aKo, ilu'u \aticty extends. A limU is tlienrt.ieh* „ rtcci'^arici. 
increase in income dot s not influence the amount spent o _ ^ 

cspccialK food. The whole of the additional mcomts The 

large pioportion of it, is spent on coniforLs and tu't 
balance, if an% . goC3 to sa\ ing. ' _ . 

I'tcztj of Plannmz Commtuton. The Planning 
India hold.". . as tlie trend of rising incomes 
clTcctue demand will grow in the rural scctoi and widen 
ment oppoiuiniiies in small-scale industries as well as m _ f,{fcr 
ancillaiy to cominodits production”* Small-scale ' ^ 
a larger vancts of goods. Tliev aho pioduce goods ol ‘ 
taste Scrsnccs aucillars to commodits production 
to health, education and personal attendants. Hence *** 

rise people will spend moic on education, health and the liKC. 
will consume a larger saiicts of goods and may also -.anj) 

goods of artistic taste Thus the \icw of the Planning Coinmi 
Ls in conformity with tht findings of Di Engel. 

It must be noted that Engel's studs does not bring out t |e 
place of savings in famiU budgets. He reckoned only the sp^,****® 
part of It. As a lulc, we may sav that thcic is no saving if the inco ‘ ^ 

IS so low that It can purchase only the necessaries of life. As 
rises aoovesuch a level, there occurs a scope for saving. ^Vhcther i ^ 
individual actually saves or not, oi saves more oi less, depends on many 
personal and institutional factors which we shall discuss later on. 

Vims of Dr. Ptgou The effect of an increase in income on th 
pattern of expenditure also depends on the manner in which the 
in income occurs. Economists have held the opinion that as wages 
of labourers arc raised, their standard of living improves which favour- 
aiily influences then efiicicnev. Well-paid labour, they say, proves 
cheap. Employers, on the other hand, contend that if wages increase, 
workcis almost invariably squander their extra camings on exciting 
pleasures like drinkmg, gambling and other vicc^. Enhancement 
of vvages, they assert, also increases absenteeism. Dr. Pigou refutes 
this assertion. He differentiates between immediate and ultimate 
effects of a rise in wages on pattern of expenditure. Accoiding to 
him as wages rise, its immediate effect may be thai the workers con- 
cerned fritter away their additional earnings on vices. But as time 
passes and they feel the impact of more urgent needs, they' shift their 
expraditure from vices to genuine requirements of themselves 35 
wcU as of the members of their families. A more important fact,- 
lowcvcr, IS that this traasitioiial phase mav even not occur if enhance- 
ment m vvages k brought about gradually and imperceptibly. Tnas 
^ person r'lses in one big jump, there is a possibilit'' 
earning is spent on harmful luxuries. If, o"- 
same nsc comes about slowlv and bv stages, the 
mav be spent on necessaries and comforts and- 

wiU be si^lar°" luxuries. Ultimate effect in. both eases 

l First Fu! p. 85 ^ 
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There i? )el another opinion on the matter Dr Pigoii 
quoted the opinion of Messn Pnnt,Ic nnd Jackson ‘ 1 bat dnnking- 

bills are dim mshing while Ki-Ogesare- rising throughout the coui try» 
IS one of the roost hopeful ii dicaiions of progress we possess ’ Such 
a belief then inipUcs tliat as incomes of the people rise, their expenditure 
on drmVs and\ncesdimmiihe& asthej bcpntofecl the responsibilities 
of gentlemen It is rather questionable howescr that the nse in 
income produces b> itseU an> such effect Much depends on the 
social trends on the aciiMtirsofihe«ocnJ reformers moralists, religious 
preachers, and the got rnmeoi All iliat cm lie said is that additional 
incomes may for some time be spent on exciting pleasures, but this 
di sipation ml! in most cases prose a femporari phisc 

Inelashc tLond Lastly we maj oonsidei il e case of such groups 
of people whose wants are inelastic People h\nng m sudi rural 
ireas ivhich are more or less cut off from the rest of the world may 
lie leading simple life and bt content with that life In such cases 
the general tendency i» towards earning more leisure than more 
income If their income increases hy sa/, better rains, the tendercy 
•is to become lethargic ind callous m ti e period that follow's If the 
eirning per hour increases they would rather work less hours than 
liCarn more Such an attitude towards life and siTtnts, whereser tl 
exists, is a ventab’e htrdle iw the way ofecoterme pregir s 
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p’-ocl vaoa o! p ...h .a, \ ^ <"u t n- •'' fo-'a. ^ ^ 

But v.hat >. i.f' t^au in, .‘ii 'lion of.h' i- oal 
Dj > It mean .r.a'ion’ Oi riiiir'- n i:. < .'t.uwt • 
just as 11 . cannot (..' ro. i> i aus a ra.m.n m 'H 
c’.ar.',v im.raiap H m s r r .no to dn p are 
ntOTr inttos. K required Ih nu*\ .otr th.in ii utih'if^* 

iti't t.ih oe nio.e st.TCf In oth t .'uids, man can .in ) • -^d't'ni 
Production li.ti, t’mr.l..'., hit., c. fni' d a*, the ^*'^"1?'’ B 

fultltti's Yrtrt.'s rri \sl ch ir.ri ..s< s th. uldits ol a .,< 

1 . r„. ... „ 1 ,. r-i , > handntt: Otcr a . 


ofultUti-s Yrtrt.'i rrltsl cli ir.r. ..s. s. -.in uu...- — ■■ - jos, 

production. A person, not htc’i.iq h'i'i,;rv, ii intnoin?^ r joa! 
of lit an to a m.n v', ijetr^ai d.r ' ..ir4t<a- the \ * pf the 

But this act Is not pro inr'’on lacaus. the evehantt achr.e^ 

lo d remain' unchanii.d Tolwprcn'., production mas ^^Vj'.rC'^ 
-a' the c.ea'ion or . ddil.on .T iconomic . tditu's oi o 
— \a.1u' 


* 

The p'o.-'-" of nroduciion ts not neci''-'3riiv comp e' ’ 
corirno.*us he ^ uaiacd its final f.rrni, t f , th. consumao ^cp.cs 

■». .. . _ \r .1... r'T'.mtTiOUl^^ 


_ - - LIT lU* II l.l* -‘./illlj » V > _ 

Tins pro- 35 ( \ ea'as •' 'f iip tt> the st iqc 'ah' n the eornmorm^ ^ 
the hanus of the eor'uimr "S a'lons 'crsiccs arc intoHed m 
the rommoaits fiom the facto n to the consumer. PaclvUig» p,c 

tion, trareport as s.i’J as the ht,-\iC'3 of the banVer, the p^o- 

%.ho1c-salcr, the Iseoler coolics, and of the retailer, etc.. 
ductKc services Such services have been given the nr 
.dis'r.bjl’vc sersuccs 


' rre^s 

Dirc~t ser>ices to the co-cutnCTs, like I'.o c ol doctors. 
tr acher', do no' residi in mv tangible product. 1 he acts of the ^ 
du-tion and cori'itmpl'on .»re s'.multanr o-as. A singer 

■,s \ t i!c th'i h't. nt" coi sumes as ii( bears Adam Smith cOj> 
o su'.h service unpoductivc as it ‘'does not realise itscll 
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particular subject or vendible oominodu^ He loue\rr con 
\ementl> forgot that these semes are ihera'iclvcs rendibe and 
■actuallv command an exchange value m the market 

Capta^istic production We Jw\e tlready disHnginshtd beiuee/ 
the pi oducers’ and the consumers goods The purpose of producing 
thclormer is only to facilitate the production of consumers gooas 
TTic interposition of producing the pttxluo^rs goods has bet n called 
making the methods of production roundabout or capitalistic 
Crass can b“ cut with hands but we max hrst dexote some labour 
to producing a gras cutiin^ Wads Cutting of grass xsall then have 
Ijcen mid c. piial s ic oi loundalout ^exf d a machine is 
made which can be pushtal t isily and to \ inch the blade can be 
attached, grass cuumg \ ill become more roundalout It will 
become still more roundalioui tt a prutt ii acl ire u produced and 
fitted to the glass culimg niarhmc Vs a method ol production 
becomes n ore and more roiii dalwut realisation of the final product 
gcit morr and moi< i-emot'cl font the first exp itditure of labom 
Hk esscnci. of making pi oduciion roimdahoui consists m stretching 
the process of production i < in maktnt, it n ore timi consumm. 
Of course, whcthei a gixra roundalxiotn xj would be edvantagcotis 
or no depends on wbetlier ihe new chain ol pu cr « s is rcoi omicatty 
morr p otluciix than the old one 

Fsctors or Prodictjos 

A factor of proditriion max Ik defined as anything wathoiit 
■which production xxoutd euh r b» no jxrsiWr at all or wou’d be 
heaxaly curtailed It is laxtriicuxe well as advisable to adopt 
sonic dassificatioii of ficton of production which would be h Ipfiil 
in economic an^vsu The mu-l cKwification is ir to land labour 
•and capital 

f^nd Pluckirg an oiarg- fiomits blanch may rot require any 
instrument o> tool, but the existence ol a wild orant,c nee arcl 
t^hc cRbri of pluckirg a e e<s ntial to proem irg such an orange Ibus 
for prodiictunof goods two factors rc tnd spcrsablc tig, natural 
r«Durc s or land ard iitour \Vr liaxc tkfu ed production «s 
addi ion of economic utmi 3 There must be sonuthing to xvhich 
xitihix niav b* arid i’ This somelhtat. s proxaded bx nature and 
w call d land in Fconomics OWiou ly, the term land as used 
h re dtys not rif r to soil only hut t > all these things proxided J j 
nature xvhicli aid man in pruduction Srul fi hm s mines, nxers, 
barlxmts, , heat, atiaiospheiicews, etc , all help man in production 
and are caUiaJ land 

I ^ there must be «omef|img to which utility can 

w addeti, sinularlx there inijsi be somebody to add that uiihtx 
Hiiniaa clTort is thus indiqiemiable to production rf weal h In 
Economics the current irrmfor human rnbri is lalxnir It docs 
not howet r, include alt human efTirts Labour comprises on'v these 
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teria! 


efforts of man rvhicff arc undertaken in ar^^sSfled 

ard i^^spectivc of the tact Adam Simth 

i Mi.j thev arc mental or pm'fic but 


rew 


unskmedror rvhether thev arc mental labour, but 

modem tconomis's would not agr S ^ qj- a tiff 

term that far. Work mav be paid labour 

basis, or on a daih, weekly or '’f only the objective 

same if it is humaii work. It mae app economist and 

aspect of labour should desc^c the atten mn ^ j. houff 

not the mbjecuve aspect. One worker in 

to produce a, table while the other , j. ^nore time, buh 

hours. SubjeciiveU, the former has th^ modem t'Otll 

objectively vdewed, their efforts ^''‘^^‘1“ ‘ of labourers ?na 

however, there are large factories where becOffies 

machincs co-operate to produce flivndual. Wage 

difficult to determine the output due to an ^.^t). And 

such factories are fixed on a timc-b^is ( n j ,-rr_gnt qualifita* 
Even so. iheie art different wage-rates for e 

tions and experience. Thus both objective as wcl J 

of labour are important in their own wavs. 

CapU/iL Production of wealth is possible 
machines, but if thcii aid is taken, the ^tnount pro engnt^ 

parativelv much greater. In fact, some goo^, like , * | -}ielpO^ 

and steamships, would be impossible to produce vs it , “round- 
machinerv'. That is wh> processes of prouuction are . jntcr- 

about” and production of intermediate or producers g - ^ nia)' 
posed. These intermediate goods arc mllcd capital. _ P ..caldr) 
be defined as p’^oduced means of production. It comprises a ^^ 1 ,. 
excluding land, which is harnessed for further production o . 
klaclunes, tools, ravs materials, chemicals, fuels all are 
in capital. In the vsorld of today, wheie huge machines 
and large factories arc the fashion, capital occupies a ^ {ijr 
place in the economy cf cvi*rv countrsc No vsondcr. then, 
economic progress of cverv coimtrv has come to hinge on tne 
which capital is formed in the countrs. j. 

# EnUrpns^. Eand, labour and capital are thus three 
pioduction. They inav also be called respcctivclv naturm. ' ^j^gsc 
and material means of production. But the very fact that 
factors are more than one makes a fourth factor imperative. ^yct 
labour and capital may be owned by different persons. There 
be somebodv to get hold of them from their owners and bring ^ 
together for the process of production. He must decide how ^ 
or each v\ould be used and then procure their requisite amo 
^vloreo^cr, the landlord, the labomer, and the capitalist give 
'{jcctive factors on condition of stipulated payment — foi stipu 
at, wages, and interest respectively. Productive process nP 

xais which arc sold and from their sale-proceeds these 
re to be made. The sale-proceeds may’ fall short of these payiu^ 

* is the person, who volunteers to procure them, who has to guaran^ 
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making such payments In ease ihc sale proceeds are less tJian 
these pa)mcnts, he sufTcrs a loss And if iJiey e-tcecd ihc pajmrnls, 
the balance js his profit Such a person is called an enterpriser 
Enlerpnse comprises planning^ initiation, supervision and respon- 
'ihility for profits or losses 

Objfihons to cbote Clasitfieahen The clarification of factors 
of production into land, labour and capital has come in for critiosm 
a’ the hands of many tvntris 1 hey consider it to he loo great 
an ONCr-siraphfication of realm Objections generally raised 
arc Uvo 

First, It IS said that under every head we include such hetero* 
geneous elements that it is meaningless to speak oi a unit of any factor 
No two pieces of land resemble complete^ m lespect of fertihu, 
chemical content, or situation Similarly, m labour arc includetl 
various kinds of work right from tliat of a sweeper to that of the 
highly skilled surgeon Therefore, heir also, no two workers arc 
Similar m their talent, ability and svill to work Capital fares the 
worst irwespcikofaimnof capital, would u imply n gnen machine, 
or a given quantity of a raw mitcrials, or a given weight ofluels’ In 
reply tb this objection, we imv say that i bough the constituenw 
of every factor ne heterogeneous from many piinis of \aew, vet there 
IS a common featiirc m cvervone All things included tn land are 
free gifts of nature Uibour n the reward'carrying work of liuman 
beings Capital consists of goods produced by man with a new to 
further producing goods with their aid No doubt difRcuIues are 
encounteredm defining aumt of any of these factors, but that diflicully 
is not insurmountable for theoretical analysis And this elavsification 
makes study of many quesuom comparnivrly ^mplc H6w Ine 
natural resources determine the occupational pattern of economic 
hfe^ On what factors does the produamtv and mobility of laliour 
depend^ How is accumulation ofcapital accelerated’ Siichandmanv 
other questions can I>e discussed and answers to these quevuons are 
very full of meaning for the economist, ihc social worker and the 
statesman 

The second objection is less rundameiiia! It is Uiai the line 
of demarcation between the factors is indistinct, factors shade into 
one anoiner and each contains an element of others as an impiinty 
Some capital it invested in everv piece of land Jungles arc cleared, 
frtices CTcclrd farm houses built md weMs arc sunk bucb improve- 
ments arc not possible to disentangle from land itself Smulativ, 
expenditure on cdurtiion and health of labourers, « capital invested 
in the labourer Tlie work of every labourer is thus human efibn 
yihis i!ir effect of capifil, liolh combiftcd in one And capital consnis 
oF things produced Gv men wvtfi the fiefp of nature s gitts Gtpual 
thus cniln^tcs land as well os labour This however, k a kuid of 
siljectioij which can 1w levelled against all eJassificaliom Iron 
virc may contain ctrbon insipaaWe Irom u and yet ib“ chemut 
does spok of iron and studies its properties Theoretical analws 
would obviously do Iwttcr co think factors as separate entities 
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or A COMMODI'n' 


DtrixmoN 

Hi,mngeneous pn,dvct. Wr speak of the “'.isumption, produaw^ 
purchase, and sale of a commodity.^ \Vliat is the meant 
to the term “commoflits'’ in economic parlance; 


;? One characteristic 


o! a cominodil> wnieh immediately suggests itscirio as is h 
On the basis of this test, a commodity 's roastituted -.'...jjjr 

exacilv similar in all irsp'-cts and are^ thcicfore, perfec 
one another. Thus Hamam Soap, sold by fauis, is a ' 
bccaus'' its vai ic<us cakes arc identical and no bus cr pre c • ^ 

of the cal.es to the o’hcr uiilcis there is a difference o pn • ^ 

comir.fxliiy, defined thus, means a standardised product so.a o, 
sellei . 

To be precis'-, hov.tser. the rharacteristic ol 
implies that the purchasers do not diff'-rentiate ly tween uni s.^ 
regard them as inierchan'^cable. Homogeneity, thereloic, “ 
refer to physical h aturc-s alon'. Quality is not the onh^ r”nta'' 


preference. Two units mas be rxactls similar as prodiicts 
differ in -.cspect of some otiicr feature or featurc-s to which 
attach i.mpo.aance. Such f atur's may be ical cr fancic-- ^ 
chasers mas prefT one set of units to another for rca.sons o* jj,j. 
design or packing. Or. at a 5iv'..n price, purchasers may p 
to fiom one sior • rather than another because 

former’s better lor.a'ion. reputation, dependability, courtesy exten 
to customers, etc. i\s the buyers vrould. at the same price, 
product rather than the other, the two products would not consti 
one commodity in the sense of homogeneous units. Tiicy uou. 
at he«*, Ik- suhstitutis of one anoth'-r. 

Thus abiiwr. sshile making a purchase, takes into 
not onk) the quality of the commodity but also tlic services wni ^ 
go v.-ith it. \Vhai he, therefore, purchases at a lime is a bundle o. 
utilities. It may l>c that every single one of these utilities is equal 
all cases. It may also be that in the eyes of the purchasers shortcomtt^P 
and mcrils balance in the case of every such bundle. In h®*! 
cases our definition of difiVrent units being' perfect substitutes v.oui 
apply. ^ ^ 

AUemativs defwiiiun. Whether two articles are identical ot 
suhstitutes depends on %\hcthcr buyers consider them identical ct 
sul>stit.utes. If v/e v/crc to draw a list of substitutes of a commoditys 
shall find their numbsr infinite. For coneenience, sve may dh'^ ® 
sulmitutes into close, distant and verv' distant subctitutci. To illustrat*^ 
the differf nee, v.-cmay recall the example of Hamam Soap. This soap 
sold by the srles-dcpot of Tatas at Delhi is a standardised product- 
Hamam Soap -old by other dealers in Delhi is not compleidv idcnucai 
with It bfcaiLse others are not equally dependable or as well locatco- 
rten^ Hamam «old by other dealers is a substitute for the same so-O 
• Tata s D<-po-„ Other toilet soaps sold by Tata’s Depot or by otliet 
- are also sulKtitutes of Hamam. Hamam sold bv other dcalei? 
latas, .and other toilet soajB sold by aU dealers (including Tatss) 
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Price-sales relationship. Some witers have dcfiiied an industiy 
Jis lefrrring to a group of production units which arc intcrhtu'‘c> 
1)y price-sales rclationsiiip. Thus if one producer lowers his 
he will be able to attract otlieis’ buyas in the industry. But 
producers in the same industry may be producing quite different kinds 
of goods, e.g., production of hockey sticks and football covers insfW'^s 
andustiy. And the price changes in hockey sticks may havcjittle encft 
on the price of football covers. Morcotcr, the plifase “pricc-sa.fS 
relationship’’ has a wider meaning than taken here. Industries wnicn 
produce complements ha\ c some — ^though of a different kind pncc- 

sales relationship. SimilarK, every industrs' has a price-sales relation- 
ship with the industries which produce law materials lor it. 

Definition. Thus we find that characteristics pf industries, ns 
they exist in the work-a-day world, do not help us to evolve a defini- 
tion. Our purpose is to make a study of factors which govern outputs, 
•costs and prices of commodities. Keeping this in iTiind, we itiav 
decide upon a definition which suits our purpose and is, yet, not much 
removed from facts. 


^Ve ignore the fact that production units may>be multj-prodiict 
producers. We assume that every ^unil produces _ only' one kina 
and quality of an article. Also, wc define a commodity in hs broader 
sense, that Is, as a group of close substitutes. We may then define 
an industry to include all those production units which arc engaged in 
•the production of a commodity. Thus wc allow some variation® in 
the outputs proviacd. the different articles arc close substitutes. 
also allow' differences of methods and raw materials used. But an 
industry of our conception caters for the same market. „ 


Plant, factory, firm. .A. distinction may be draw'n between a 
plant, a factory and a firm. The term “plant” refers to a complex ol 
factors including a single set of machinery', c.g., a dry cleaning plant- 
A iactory', on the other hand, stands for a unit of production. ^Vithla 
the four walls of a factory' may' be installed one, two or more 
sets of machinery. Accordingly, it will be a single-plant, two- 
plant or a multi-plant factory. 

A firm performs cntcrprcncurial functions. As we has c already 
aioted, an enterpreneur bears risk and makes decisions. The two 
functions may be combined in the term “planning”. A firm n.av 
then be defined as a unit of planning. We have seen that a factory 
may has-e one or more plants. Similarly, a firm may own, supervise 
and control more than one factory'. On the other hand, it is not 
inconceivable that one factory is ow'ncd and controlled by two firm®, 
though in such a case clashes indecisions arc inevitable. It is, how- 
-cver, helpful if wc proceed on the assumption of one commodity — one 
plant — one factory — one firm. In other words, sve assume that escry 
firm controls only one factory which has onlv one plant and produces 
■only one commodity. Henceforth we, therefore, take the liberty 
of using the terms “firm” and “factory” as synonytns- ' ' c 



PilODUCnON OF WEALTH 


81 


Oroasjsation of a Fjwn 

Thrtt forms There arc three important forms of business 
organisations, Piz > indmdual enterprise, partnership and business 
corporation or joint stock company A study of each one of these 
must provnde answers to a number of questions how is the requ site 
finance procured, who wields control over the pohc) of the firm, 
who bears the risk, and what are the Ijabihtics and rights of t}ie 
finajvcjtis? 


I I*tDl\lt)UAL EnTERFRISE 

a Ftaiaris It is a one man business All t}ie capita! 
for the enterprise w supplied by a single person, known 
as individual producer ax individual entcipnscr It, of course, 
matters not whether the capital invested li^ him is Ins own or his been 
Iwrrowed Tlir firm and theen»rq>mcurarc »n fict indistinguishable 
in point of assets and liabilities The assets and liabdilicv of the 
firm arc his i«seis and habilHies and ntttrno He cm, if he so wishes, 
pul the assets of his firm to his personal use On the other hand, if 
ever the debts of the firm exceed lU isseis, the creditors claim the 
balance from ius “personal” assets All profits of the firm accrue to 
him and all losses ire borne by him Tlie miximum limit to which 
he IS liable for losses is set by hu total assets, irrespective of the 
fact whether these are invested or uninvested In other words, his 
liability li uiihmKed All decisions regarding the quality and 
qnintity of output, methods of production, places where to rnatket, 
etc., rest solely with him. The control and the nil itre undivided. 
He IS the sole proprietor as well as controller of the business 

(4) Ifrntr This {arm of organisation is the most common 
It IS wdl suited to agriculture, professions and retailing and is very 
appropriate for such kinds of business wbere individual tastes are to 
Ik catered to In one word, this is the lorm of organisation most 
luitiblc for those brinclies of production where advantages of smtll 
units are great It is alsovery appealing to these who fight shy of 
friciioni Witli none else losliarc profm. Josses, control or decision- 
making, the enterpriser is the master of all he surveys He enjoys 
all the benefits of a small organisation Q^iick dccisiom can I?e wade 
Tlie eye of the master 0 evrryivhere. He cm sec to u that the wastage 
of mairnah and Ivlxiur-time is reduced to the mmimum, and that 
truchtnery I* propcrlv handled 

(f) Dtrvvis Individual enterprise las its own demerjts 
Rfwureei <if an individuil are fccessanl) limttrs! /Vn Individuil 
entrrpriK b, tlietelWe, alrmwt irvaniVv a ima^-scalc unit. Hence 
jt IS unmiicd to many modern rnduftnei wliere large amaunra of 
capital ate required, r f , ship-buildmg iiduv ry Counines where 
agticiJiurc pj^nwinatrs and whfir itMiii fjfJiirj’-g 11 not well 
advanced, individual erterpitMr abo pred^jm nates Bu’ in more 
G 
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advanced countries, though it is so common a fo™ ?L°‘f^iinited 
its role in the total economy is limited. Lastly * imcstors 

liability is a handicap. It keeps many non-ventur 
a-way from such business. 


2. PARTNEJtSHiP 

(a) Features. Partnership is a firm otvned by c^lii 

indisuduab. Capital required is subscribed by the ia 

partners, in agreed proportions. Profits arc also shared y jj^nEcr 
agreed proportions. It is, hov/ever, not essential that ■\\lucli 

in -Ahich profits are shared correspond to the acd 

capital is subscribed. Some partners may lie more tt**^*^* ^ other'. 
active, and hence better equipped to control the busines, tn 
Again, v.hilc some partners may be directly it. 

control of the business, others may take no direct part in runn = ^ 
Tiiose partners, ttho only subscribe capital and do not take 
in the control or management of the affairs of the firm, 
sleeping partners. Active partners may be paid for their aam 
services in the form of a fixed monthly salary or an enhanced 
in the profits. 

Partnership is a unique form of organisation in^ one 
Irrespective of the amount of capital which an individual 
has contributed as v. ell as irrespeeth c of the share in profits ^ 
he is entitled, he is liable for all debts of the partnership, b ^ 
losses or debts exceed the amount which other partners arc not I, 
position to clear off, he is bound to pay the balance even if it 
his personal share. Similarly, if he makes any agreement or in 
a debt in connection \rith the business, he binds all his pattners^^ 
its obligations. In legal language, all partners are individually ^ y' 
as collectively liable for all debts of the firm. Every partner is 
liable to suffer losses for the mistakes of any other partner. y* 
therefore, essential that partners have complete faith in the hone )• 
integrity and business acumen of one another. 

Another important feature of a partnership is that it cotiunu^ 
to exist only so long as all the parties agree to continue with it and ha'^ 
faith in one another. If any one of the partners decides to withd^'' 
or dies, the partnership brcai.s unless the remaining partners buy hr^ 
out or find a person who is prepared to buy him out. 

(fc) .Merils. A partnership scores over individual entctVp^^ 
in many rc^pecu. Tv.o heads arc always better than one. 
arrived at by partners in consultation* with one another arc 
soyud'than dedsions made by an indiriduri vrilh none to 
pitid'C. Sptdalisation in control and management is also 
in this foTTO of organisation. Various partners may be di&r^’-u. 
equipped in respect of technique of production, making 
pwrchascs, enrolment of labour, etc. Such jobs can be distribu^^ 
among the partner: in accordance with their ability 
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*r\| < ncncc I isl, but bj no means the le'tsl is the hi t thu a number 
of jiersons, as a rule, cin command more capital resources than a single 
person Partnerships nn thus manage to acquire enough inones 
lor a large plant 

(c) Dreu backs A partnersliip cannot, lion ever, meet the 
capital requirements of man> modern industrial techniques In nian> 
cases these requirenicnls are tooenormbus to be nithm tlic means of 
a few individuals In partmrhip habiluv is unlimited and «ms 
i>f one partner vasil ihe oih»i-s Risks involved aie thus great indeed 
And partnership ts mottal it •$ not a continuous unit So long as 
the alfairs of a partnfTship luti smoothly it proves strong and virile 
Orcc, however, fnetien among pariucis develops fhe firmn bound 
to come to grid very *oou In such circumstances the •ooncr the 
bmiiiess unit is dissolved the better it is in the interest of the 
putnen 


3 JoivT Stock Oroamsitiov 

This f rm of oiganivation has liecn considered as one of the 
snost impoitant ec inomic inventions of modem times Itw mdispens* 
able tn the case of some mdustucs and profitable lu the case of many 
others Since mdiistnal rcveJution use of machinery on a large 
scale has beeti a fashion Hut use of machinery on a large scale 
requires large invcstrncnt and for long pcno^i^Tlius, not only are 
the amounts involved larg mks also great Nether 

individual enterprise nor partnership could x>mfKc an amw cr to thu 

f iroblem Ituonlvjoimsiockotgatiisattons wTuui can command inch 
arge sums 

(a) Stracluii A <orpontion or joint stock company 15 a legal 
entity vMtli a common seal The idea of such a company is generally 
conceKed of bv a small group of persons called promoters ivho 
■draft Its rules and rcgulauons and submit them to the Registrar of 
^mpanics. The latter af er approving of them, authonres tjic 
cxjmpani to raise money up to a specified amount from the 
public The amount tlms allowed to be raised is called Authorized 
Capital Authorized capital is usually much alxivc the immediate, 
or even ultimate actual requirements The company issues shares 
avhich arc purchased by the people Shareholders arc m the real 
">ensc owners of the company Tlic amount, worth d" winch shares are 
purchas-d by the people, is «ubscribed capital Purchase of share of 
a given velue implies that the individual concerned lias undertaken to 
subsenbe that amount of roorey towards the share of capital of the 
cotnpanv Tlie company may, however, require only a portion, 
say, 60 per cent of the total suliscnbed capital anil may call only that 
proponion from theshareho'ders The tialance remains with the 
shareholders as trust money TTiat part of the subscnlietl capita/ 
which « collected hv the company is called paid up capital Hius 
when shares arc one hundml per cent paid op, lulMcnlxd and 
paid up capitals are equal 
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(b) Tjpa of shares. There arc f 
differ Irom one another in respect of pnvile^c ^ of ^tirro 

receipt and habih ties for rr^k At one end have ^no totin? 

stand Ixtnds or debentures. Debenture holders . 
riehts, nor are thes lialde for am losses. Ihe^ arc Trc; 

rate of interest and return of their money after a P ^jj^V 

are, therefor c, not anionq the owners of the rompans , ' * „f tfe 

its creditors and their claims are a first charge on the a 
compans . i « f 

The next on the list arc preference shares, 
shares arc also entitled to a gi\cn rate of return, s } \\h'lr 

between a debenture holder and a preference shareholder is ^ yjjjcie 
the former must be paid his interest at the stipulated rale etc 
has been a loss, the latter gets his pasment onlv if the 
some profits. There is a maximum limit on the return t' 
preference shareholder mas get His pasmcni may be " ? jji 
level but not alxne it. Preference shares may l>c cumula ' 
that cas^j if the pas ment made during a s car is less than the rna 
allots ed. the sharcholdcTs’ claim to the balance is came 
Voting rights of preference shareholders differ from corpora 
to corporation. 

Ordmars shareholders do not gel any payment 
preference shareholders have received the maximum dividend ^ ^ 
to them. Even in the case of ordma’-y shareholders, there 
maximum limit t^ch is generally much higher than tlia 
preference sharehtfj^ts. If there arc no deferred shares 
balance oi profit IS shared betssetn preference shareholders 
ordinary shareholders Othcrssisc, the excess of profits goes to * 
holders of deferred sh?.rcs. Ordinary shareholders are giten 
soting rights. ” ^ 

Last on the list come deferred shares. Tlrcse arc, as a j, 
losver denomination than other shares. Their claim on 
valid only sshen other shareholders has'e been paid the rnaxi® 
allosved to them. Thus in normal y cars or in y ears of 
wheri profits arc low, deferred shares earn little. But in 
of high prices and high profits, their earnings are mudi hi§ ^ 
thantho^e of other shareholders. The holdcis oi such shares, mti-» 

take the greatest chance ol not receiving any dividend at all. 
also take the greatest chance of receiving the highest dhddcnd. ' 
holders of these shares arc given full voting rights. 

It must be quite obvious that the purpose of introducing 
varienes of shares is to accommodate people of different teraperamcn®' 
People v/ho shun to take risks invest in debentures or preference 
shares. Ventmesome persons purchase deferred shares. The rest 
v/iio v.'ant to invest \soulcl buy ordinary’’ shares, 

{€) CmiTol Voles allowed to an individual depend on 
numl^r of shares he holds but the law places a limit on the maximti® 

individual can cast. Shareholders '^'O 
have the voung rights elect a board of directors. The directors 
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elect from nmong thcmscHesa managing director The Jailer lookj 
lifter the to^ay affilts of the concern w hile the board of directors 
lav dovvTi general policies At « is the shareholders who elect the 
board of directors, theorelicallj, the control of the companj ulunntcly 
vests in them But shareholders ate i large crowd dispersed over a 
large area anti most of them arc not much interested m elections 
If, therefore, a feu perscwia owning a sizihle proportion of shares form 
1 group, they may virtually dominate the company If no such 
organized group exists it » the management whidi emerges all- 
powerful in the vfiairs of the company In any ease, tJiere w an 
efTcetive scpvraUon of cont ol and ma lagemeni from ownership 

(d) l/rlliotfi ij/’hjK'Uflg rufc As has already been pointed out, 
corporation is a dev ice to command large sums of money lor long 
periods The rist involved is great lucre aie, hovvever, certain 
leaturrs of this form of organisation which tend to lessen risks of the 
tridiV'itlual shareholders hint shares arc «a}eal>!c Tliere arc 
large orgnnwed markets known as stock exchange riircha«en of 
vlnrev are readily available, of course at the market price Share- 
holders, who feelihai ihe affii-s of the company ire not in i hippy 
state, are ftec to dispose cl their shares 1 he second nr portanl feature 
IV that control w sepa ated from ownership Tliose people can lie 
appointcel to manage the concern who possess requisite qualiBcations 
and talents Tlic most tmporunt fcauite m this respect is the fact 
of htiuied Itibility Maximum nsk of a shareholder is limited by the 
impiml lulacnlietl liy him If a person has piircjia«*d i hundred 
rupee shire of the eompaiiy uhichts, sav sixty percent paid up, his 
maximum lenses cinnot exceed what he Im already paid plus forty 
nipcev that rrnnin to lie piid 1 he holder of a fully paid-up share 
K not liable to any lovi over and iliovr whit he has already paid. 

(f) DaUitcliccfiahrei Tlie ficioflimited liainhtyf is a disunctive 
fcHurcofBjinntsttictorgam'iuon h encourages people to purchase 
'hares It imVe* it powiWr fw rorporations to tap savings of a 
Jifge niimliw of people and thus raise ejioimotis sums Thus an 
Avrr'u,r coqwration u a very much bigger unit than a parteerdup 
or an ir dividual entes] ri e Ar oil tr dinirttivefrviiiic ofa coipotation 
i» that a shariho’der does not lurd ihr cemneny or any other iliarr- 
Iso’dcT bv h« acts If he mdulgts it\ rnky adventures or makes 
Irtune*! ogtccmcnis he does rot manv tnatirer invtrive die company 
in illy usk Still another feature t( such an orgamMiim u diat 
withdrawahof irdividuali firm the Iniurcrs arc rot trouWeanme 
It an Srdivuluxl dec de» to withdiaw, lie miy sell lui sliates in the 
maiktt Vut the comjary continuts lo j^isrM the capital that 
A' CrfiMVj* -fAiredoib^ mav, rfterei&rr, rnrnc and" go liot 
companies continue lo rvisl vo long as thev do not tulfct h c 
Imtrs 

<J) Um , The merits of a 5oint nrganivaixm are olmout. 
It tiw'l’vlsrtsmaM savings, and asKirgiin them info sums enough fcir Irg 
Inojrt/is. And sccli sums cooun ir to !x- avjuUble to it so long u it 
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^lect from among themselves a mtoaging director The latter looks 
dTier the ixy to day affairs of the concern while the board of directors 
lay down g^cral pohacs As rt m the shareholders who elect the 
board of dircctoR, theoretically, the control of the company ultimately 
>csts in them But shareholders ate a large crowd dispersed over a 
large area and most of them are not mu^ interested in elections 
If, therefore, a few penons owning a sizable proportion of shares form 
a 'group, they may virtually dominate the company If no such 
organiz^ group exists, ii w the management whicli emerges all- 
powerful mthe affairs of the compan> In any case, there u an 
effective sepatauon of control and ma lagemcnt from ownership 

(d) Mtlhedf oj lessening mk As has already been pomted out, 
cnrporatioa is a device to command large sums of money tor long 
periods The risk involved is great Ttierc aie, however, certain 
features of this form of organisation which tend to lessen risks of the 
individual shareholders First shares are saleable There are 
large organised markets known as stock exchange Purchasers of 
shares are rcaddv ivailabk, of course at the market price Share- 
hoMcn who feel thai tlie affairs of the compan> are not in t happy 
slate, are free to dispose of their shires The second importantfeature 
w that control »s sepa-ated from ownership Tliose people can be 
appointed to manage the concern who possess requisite qualifications 
and talents The most iroportant feature m this respect is the fact 
of limited liability Maximum risk of a shareholder is limited by the 
amount <ubscnlM b) him If a person has purchas'd *> hundred 
rtipee share of the company winch is, say sixty per cent paid up, his 
maximum losses cinnot exceed what he has already paid plus forty 
rupees that remain to be paid The lioJder of a fully paid up share 
II not liable to any loss over and above what he has already paid. 

(r) Dtsliitchce features The fact of limited habihtv is a distinctive 
feature of a joint stock orgamsanon It encourages people to purchase 
■shares It makes it possible for rorporations to lap savings of a 
large number of people and ihus raise enormous sums Thus an 
average corporation is a\cr> much bigger unit than a partnership 
or an irdivndiialcmet) ii c Ar other distinctive featiue of a coiporation 
IS that a shanholdrr dors rot bird Ihr company or anj other share- 
holder bv his acts If he indulges in risky adventures or makes 
busiren agreements he dors not many minncnnvolvethe company 
m ir> rwk. Still another feature of such an oi^ani'ation is lhat 
wiihrirawab of irdividuils fiem the busiress arc not tfouWe<ome 
If an individual deades to wiihdiaw, he may sell his «har« m tlie 
market but the company contmuts to possess the capital tliat 
It raised Sharcholden may, therefore, rome and go hut 
vunjpamev continue to exist so long •« they do not suffer big 


(Y) Menu TTic merits of a joint organisalion arc olmous. 
U mobilises small savings, and aggregates them into sums enough for biff 
bijsinesv And such sumi continue to be available to it so long m it 



CltAPTKR VItt 

Sl^E or NATIONAL DIVIDEND 
National Dividend as Index of ^VELFARfc 

In Chapter I we decided to use national mcooie or national 
disidcnd as one index of ec<M»om»c weUarc Acceptance of national 
duidcnd as an index of \xelfare is open to the following two 
objections 

^SoticiAal d\udini jnajp n&i indieou uH/art National dmdend is 
not a sur«* index of ecc^onuc welfare One difficulty is caused by 
ndap’ation and feeling about the marginal iv-anCs that has'e fcmaiiicd 
unfulfilled Fur instance, suppose a group of poor people become rich 
overnight Immediately thc\ shall have a leding of greater satisfac- 
tion But as Uinc goes on and they become habituated to Uic 
new set of tilings, their desires habits and expectations, all undergo 
a ciiange The next unfulAUed wants again begin to stare square 
How much satisfaction nun denves from his income also depends 
in manv case*, on how much his neighbour is earning Double the 
income of a man and simultaneDusl) quadruple the income of hu 
neighbour, he will, in all probabdity, be sad overwhat has happened 
\et economic bettennent is not just a senseless nouon Stanc^d of 
hsing of many large groups ts so low and so many- necessities c( life 
are denied to them, mat an miprotement tn their standard of h\*aog 
would certainly enhance their wcllare People, who get food 
which 1$ neither enough nor wholesome, who hse m dirt>» o\eicTOwded 
cliawls and who wear clothes discarded b> others, are sure to be 
happier if goods aNOidable to them increase 

AnoUier difficulty, why national dividend may fail to indicate 
economic welfare, arises because of the method followed m measuring 
national dividend Only those goods and seraaccs are reeboned which 
arc sold ibr money Consequently, we may sometimes find that 
national dividend has increased or decreased while ccononuc welfare 
has not undergone any change For insiance, if toU begins to be 
charged on bridges or if honorary magistrates begin to be paid some 
honoraria for their jobs, national dividend m money terms increase?, 
but sertaces pronded by the bridges and the honorary tnagisiralcs 
remain as before and hence economic welfare is unchanged On 
the other hand if paynnent of allowance to mcrabtrs of Parliament 
Were to l>e di ct ntinucd national dividend as measured by us would 
regster a decrease but in fact welfare will not have changed \Vc 
may someiunes rv^n find economic welfare bavang tnereased 
while national dmdend in money value has dimmished In 
Uic case of a gentleman marrying his house niatd, a paid labour is 
£c!fttwed into an unpaid falwur ofibve, aaaoaal dividend, thexelbre* 
decreases. But economic wellarc increases because the housewife 
docs her job more faithfiiHv and is more careful m avoiding wastes 
than a house*mavd 



tcoNOUlC: mt-WHY 


l>eeri hnto.^b!'- i«' nin '.ott;«* <-1 th'* n.t^cju si.<.‘ ‘Uu ii.. . -. 

of Autoiiiobik^. !iiO/rnoti%", .urcratl jju! str-i.- ■ j t ,,,j 

r>-.vm-«hip fran. <onin>U a a dc-,ifr Jo,- f.tj 

rntcrpri'c tu.;.tiu x l*ockr>. <>1 ih- aujad «u> t/ "-^cTwl 

inor.t-v thr --kiilh <>i iSic -Atif sn-sy l^c «•« ov-** ^ 

v« Ulr tirltr, of abr on. and tl.c ia.nn. 'lie n ilunn 

unlc.n thr l‘.Mi air hrtm4:ht '^*5 .\)‘u erji/rd 

Bv !immr.4 thr iidiilii) oi thr ' Hjiv”,.’ Bttuit'. of 

.unoimt, coq .ration «n 

iars^r-u-alr preK.luclio« can \>c JuB| te-n^cu, ai.a 
r>c pitthfti to 


</, 0,r:,„.. 11, r "‘ll"’'’' '.ii i.d "ivj!; 

inanv curs ji rriltci;. a confikt ol imfrrit". 1 nr • . 

con«anily cnoravoor to rakr ihrir - m«’.umcia> '■ 
reduction in profit niarjjin. Ihry nuiy aho be intercs ct > . . 

prosperity of some othrr funrs ivliicii purci-.v^ ^ 

Lxjrrow from or ’end to their concern. Some oi the dtr cctor>_arc -ntr re s 
more in prodding employment and hi-^«h taiartcs. to their y]’" 

relatives titan in eainiii'^ hifth profits tor their »harcho.acr‘. . ' 

of the management .md directors nia> thus lacnhce the 

of the concern for their persona! gain-. Shareht..d( rs vtctv ‘liCii a , 

other dishonest rirartice^ niiit disni.is. But they are a if>osc y ipr 

... i _ « tl 1 _ I *1 »rv_ 


other dishonest T)nirtico ^^iih dism.iv. Bui thr%’ ure *2 if>osc y ipre*i 
disjoined class and can watch it a!! onls a, neip.^i spectamrs. 
Secondly^ a corporation Ls a big finn in s\iudt hundieds or 
thousands have a stake. }vf.m% hold shares: otheis mtse cs 
credits to ii; still otiiers come to depend on it for custom and emp* ^ 
ment- Failure of such a firm aU%a>s camo uiocsprcaa oi^trc^s. 
Thirdly, corporations being larcc concerns, ’hert^ a.c nums^ 
chances of \s-astagc through o'.-ersight. It becomes oiUicuU tor le 
men at the top to probe into cs-cry detail. Lastly, corpora lo ^ 
arc red-tapism ridden. Decisions are slots’ to make and sets o c 
these decisions get o\cr-too-n»uch delayed. 


(A) CfinclusLn. Considering togctiier the merits as '' 
demerits of joint stock organisation and also assuming that 
ment is honest and that shareholders comidee them as equal m ' 
of the organisation, v.c mav conchide dial this system u ^ 


yji Iiic orgamsauon, v.c mas conemoe uiai y.- 

anssver v.-hich mankind cou’d give to the challenge o_ e ^ i 
trends. Taking large-sca’e requirements as given, this ^ ‘ a 

method by which the requirements of capital^ could h^ P ' ’ i j 

is also the ss-stem bv which the question of coutmuits o, « i 
be made independent of the caprices and ssct^e^rs L 

Xo wonder then that joint stock organisation has bt^n „,-„r:nns 
the most important economic inventions of modem iim . i 
in machine^-, processes, chemicals, mca^ of transi^n and com- 
munications as well as advancement in thought could no 
harnessed to the service of mankind if corporation system t<- 
not been invented along svith them. 
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In defence of adoption of monc^-valuc of national dividend 
as an index of economic welfare, we can onK be apologetic. Thwe 
is no othci measuring-rod than money available to the economist. 

Economic u elf are and maa! u elf are. The manner in whicli 
national dividend IS produced or consumed ma> produce one kind 
of clfect on economic welfare and just the opposite kind of cfTeci 
on non-economic welfare. Slave lalxmr may increase output and 
lienee economic welfare but it reduces non-economic welfare. Same 
is the case if output is increased b\ incrf.osing houis of work. Large- 
scale production has robbed work-people of their liberties, rcr.deiing 
them mere tools to be usrti or disptn'td wnh at the convenience of 
others. Co-operative oi g.anisations ma\ show lexs efficiency anti 
profits but smoothness of relations among participants in productive 
actisiiy is an undoubted g.ain. Human relations, status attached 
to the job, hai monies and tnctions caiisrd, are as important causes 
of social welfare .as national dividend. Similar 1) e.^penditure of 
incomes may have an elevating or a debasing influence. Expcnditiiie 
on c.xhibiiions, libraries, pail.s and religious lectures affects non- 
economic welfare quite difierently frerm expenditure on drinks, 
debauchery and the hke. Thus a given caiuc may increase cconemric 
welfare and reduce non-cconomic welfare, or, may diminish the 
former and incrc'asc the latter. In such eases rt is difficult to infer 
effects on total welfare from effects on economic welfare. We, 
however, assume that a cause which increases economic welfare will 
also increase total welfare, unless we have special reasons to belie vr 
otlicns isc. 

Some Pnr ltmix’aries Regarding National DisrErto 

Certain preliminaries must be clarified before we eiiscuss actual 
methods of measuring national dividend. Let us discuss them one 
by one; — 

1. Period. Production of gejods and services is a continuous 
process; it goes on round the clock. Throughout the day people are 
busy working on farms, in factories and markc-ts. Even at night electric 
plants, water-pumping machines, trains, and three-shift factories 
continue tlrcir non-stop work. Consequently, some goods and 
services are getting produced every moment. Hence national 
dividend is not a stock, it is a flow'. It is comparable not to capital 
but to income, not to the quantity of water in a pond but to the 
flow of W'ater in a stream. A flow, to be described intelligibly, must 
be related to a period of time. To say that an individual’s income 
is Rs. 200 does not convey any meaning, unless it is also stated 
whether this is his income per day, per week, per month, or per year. 
The same is true of national dividend. It is better to decide upon a 
convenient period and adopt it conventionally universally to make 
inter-period and inter-country comparisons possible. A year is generally 
agreed to be a suitable period. There are a number of seasons in a 
year. In some seasons production and trade activity' are intense while 



89 


„ P,.d«tM« """'ton »?'>'“ ^^^Scon.e“"“P',Ir,- 

4 ucXvon col upheld bV ^ ^crMce* P*’f^'^“7-i of a country, 

^j^fl^aTlbc amounts ^ The labouf j^^certam net aggre- 

,\2«toS»““nrn°?»nal ■>''*'’i„„rScvcs *« 
“o " glod. .V,» „%?u: ..com. v,g=*“ 

rvSc «> '? ^TroSrsocA - 


,uo bchcvcs T“- 

- '» r.SSr.o".i;» cooc^; -;;.S-u: .^com. v.he.h« 

stadS "f goSs o" .n^“'»«l'‘'”' fi'cTso^s o« 

'>'*" “““Smed m Ihc ,.hcn «>““‘”'’'‘r«uld soV 

Sr^rSFSillHss*'-- 

that coW'*'"P . „^s and icrv»ces m 

Include only those goods a .v-oeed, the isso 

.,.c 'rr^-Sd“fSr.%”j™ 

“t;Slh.ch 'h' “3‘ ^ ;fp,XSc ''w. .'X™S 


«oocOT. M-irsto" s concept, wm 


concept ”••■ 
t-onne ot^t- 

\Vc have hosvc'er ^^uded sugar eanc m^7. 

't°nto''con.n.od.'5 Some °" u'pSS"d°m.nS 



90 


ECONOiUC THEORY 


excluded. One argument given is that direct services result onlv 
in such utilities as advice, guidance, knowledge, relief, protection., 
etc., which being psychic, are non-measurablc. Another aigumciit 
is that the same kinds of sersdees have different money values. To 
this latter point we may reply that even the same commodities 
may have different prices in different markets within the country. 
We do not exclude commodities for that reason, then why exclude 
services ? As regards the non-measurability of the results of 
service, we may reply that in the last resort goods also rendei 
services svhich give satisfactions. Non-measurability of “effects” of 
the use of goods is as obvious and real as of the use of direct 
services. If w’c include the one, w'c must also include the other . 

Another objection is that in the case of some direct servdees,. 
like those of a private secretary, it is not alwa\-s possible to say what 
part of the service is rendered to the person of the employer and what 
part of it towards his business. The latter is a cost of the output, and 
hence it is only the former which is a net addition to the income oF 
the community. In reply, it may be asked if such a service differs 
in any respect from the motor car of a factor^' owner which may be 
used partly for business purposes and partly for his and his family’s 
pleasure. Both represent border-line cases and raise difficulties oF 
quite the same variety. 

Still another objection is that it is illogical to take account of these 
services which arc sold for money and exclude those which are offered 
gratis or out of affection. There is no doubt a distinction between 
these tw'o kinds of services. In the case of services rendered for money 
there is a psychological cost, in the other case there is none. The 
latter kinds of services are rendered free of cost, the former will be 
offered only in response to a promise of payment. And, lastly', if w'C- 
cxcludc services which are not rendered for money, we also exclude 
commodities which are not offered for sale against money. 

4. Foreign trade. The fact of foreign trade introduces another 
factor. In the case of a country having no trade contacts with the 
outside world, the annual output of the country is the only item in 
national dividend. But when goods are exported, less goods remain 
for the community during the year. On the other hand, imports, 
from other countries incre<isc the flow of goods and services available. 
In computing national dividend, therefore, exports are excluded fiom 
the annual domestic output and imports are added to it. 

5. Depreciation. Every year starts with some amount of machi- 
nery, houses, land-holdings of given qualities, cattle and other such 
assests, which wear out or deteriorate in quality in the process of pro- 
ducing goods. At the end of the year, machinery and houses and 
cattle become older and land becomes poorer in content. Provision 
must be made to make up this wear and tear, that is, for the requisite- 
repair and replacement. Tliis provision is called maintenance of 
capital intact. Deductions from total or gross output on account 
of land equal the cost of fertilisers to rebuild the fertility lost under 
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Comparison between the loss of butter and gain of beer could 
be possible if both could lie translated into some common denominator. 
Economics fortunately possesses such a denominator and that is money- 
value in the market. If valued at their respective market prices, 
butter lost carries a \-aluc higher than that of beer gained, national 
dividend has declined, and vice vena. Goods and services are valued 
at their market prices because the prices indicate marginal utilities 
Prom these values vse can draw inferences about economic welfare. 

Difficulties. But in adopting the method of converting ^ 
goods into the common denominator of money, many difficulties 
-crop up. First, ue can evaluate only these goods and services vvhidi 
have a market price. Public services like defence, peace, justice, 
etc., have no market price and hence are difficult to evaluate. At 
best such services can be valued at their costs to the government. This 
introduces inconsistenev- in that some items are valued at their market 
rates and others at costs. Secondly, monej as a measure is undepend- 
able, because a unit of monev- fsay, a rupee) has a different value for 
■differcut persons. A villager in India might think of the purchasing 
pov.er of rupee in terms of khaddar while a tov\-nsman may do that 
in terms of muslin. In spite of these difficulties wc adopt the measure 
iiccause none other is available. 

Purchasing power of money also changes with time. Const- 
■quently, the value of national dividend in terms of money has to be 
■corrected according as prices have risen or fallen. This, hovsever, is 
not enough, Xot only do the prices change, proportions of commodi- 
ties purchased also change, j^lso. new commodities might enter 
into consumption and some of the old ones might disappear. Tlic 
•difficulties which thus arise are those which v\e confront v%hen forming 
mdex numbers and have been collectively called the “index number- 
problem.” We discuss the formation of index numbers in a later 
•chapter and there we shall suggest the possible solutions of these difficul- 
tics.’- 

Methods of MeasvkinG N.V.TIOXVE Divtdexd 

Choice of the total. National dividend refers to aggregate of 
goods and services turned out during a year ( measured without 
■duplication). ^ Hence national dividend is a total. There are, hovv- 
<^er. many kinds of totals and a choice has to be made from among 
th<^. First, there is the total called Gross National Produc^ whicli 
includes goods and services flowing to the consumer, those utilised bv 
the ^vemment, net foreign investment, increase in stocks held, and 
re^r and output of capital goods. Obviously, items like foreign 
investment and increase in stocks may be negative. As we have 
deductions must be made from this total on account 
o depreciation or deterioration of buildings, machinery and land to 
get a net figures. This will give us Net National Product. 

^ hlagnitude of the total also depends upon the choice of prices. 

•> ere are tw o kinds of prices — one excluding indirect taxes, other 
2 cr.. 
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including them To es*alulate goods on ihe basis of prices excluding 
indirect 'taxes, wc ha\-e lo sumupthepaymenismadc to lactorsof pro^ 
duction which were employed to produce them This total is national 
dividend at factor cost. If wem^esub nctionfrom it fordeprcciauon 
of capital, wc get a total which may be called National Income If^ 
on the other hand, net addition of goods and services is valued on the- 
basis of market prices (which indude indirect taxes), ue arrive at 
Net National Product The figure for Net National product is lower 
than that of Gross National Product by the amount of depreciation, 
of capital However, Net National Product includes indirect taxes, 
which National Income does not Thtse rcla jonships may be summed' 
up as under — 

Gross National Product =Nct National Product -f Capital Depreaatioa 
ssNational Income -f- Indirect Taxes+Capi- 
lal dcpieoation 

5u6 totals Takmg the fact of exclusion of depreciation as a 
settled affairs, we arc left with Net National Product and National 
Income If to the latter we add indirect taxes, we get tlic former. 
Method to be adopted for measuring national dividend of a country 
depends on which of these D»o totals is sought to be computed And 
the choice of the total itself rests on the purpose for which estimate is 
being made An opinion prevaib in some quarters Uiat more impor* 
tant than the choice of the total is that relevant facts should be collected 
and should be presented insueh aform that anybody can construct either 
of the totals from these facts If one of these is known, the other can 
b'* calculated, if the extent of indirect taxes u also known In fact» 
detailed information and sub-totals are more important than that 
\viuic the totals give an idea of where the economy stands, or which 
way it IS going it is the detailed information collected about various 
sectors wluch helps to compare nngnitudes of incomes, expenditure,, 
outputs and savings of various groups Time throw light on produciux 
efficienaes levels and structures of diflcxcut incomes and character 
of expenditures, etc. 

Tht procedure Net National Product can be assessed at the 
point of production The sum of net outputs of the several “econo- 
mic sectors * of the producbvc system would give this total Net 
National Income can be measured at the points where incomes ans“, 
or at the points of incomes-utilisaiion In the latter case not only 
consumer’s expenditure but also government purchases as well as net 
outlay on capital goods must be induded If we valuc’net outputs at 
inark''t prices and add indirect taxes to individuil mcomes, then figures 
for net outputs, mcome-flowsnnd final expenditures wnll be identical. 

In practice generally two methods have been adopted These 
are called the Incomes Method and Inventory Method The latter 
is also called the Censvis of Production method The essential of 
Income Method lies in finding out incomes of individuals or of varioui 
groups and adding them up lo amv’c at the total As the various 
incomes arc earned as interest, wages, tents or profits, the toial thus 
arriwsl at is the national divideRd at factor-cost Inventory method 
involves making a list of goods and services produced during the year,. 
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CHAPTER 2X 


MAXIMISING PRODUCTION-I'KOnUCTIVI IT 
OF FACTORS 

tCONOMlC pRODtCTAtNti* 

L« \is start with (akmK qiiaotiti« of ftctors of production -vs 
^uenand studj the conditions wiucli hiH help tomiximisc production 
jV^jregate producuon depends on the econotnic prodiicmencss of 
these Jaciors We ^hall first explain the inranintj of the term econo- 
mic prcxlucuwncss • 

TreAnifai Produclxirrfti Technical productvvcrcw refers to 
the physical output per unit of time If labourer ■< can do tv.ice as 
mucli «ork in a gittn time as khotirer 27 —or, uhich comet to the 
same thing, lilsourer A can do -» girrn job in half ai much time 
•as labourer Ji , — then the former is tcchnicallv tuice as productive 
as the latter SituiKtI) suppose a handioom cm turn mil twentv 
vtrds of cloth matsorking day while a powrr loom can turn out eighty 
jnirds, then technical pt^iiettvrness of a jHuset loom is four times 
Jhat of a lumdloom 

0ihir<9mltltiftiU ef ecenomte produettefufu Economic producUt e- 
ness » reckoned in lerms of costs and prices In a capitshil stare 
ancial decisions irgarding methods of produriion and sixe of the output 
are mere aggregates of individual decisions In such a stale, indnadual 
producers take market \*alu3tion as the basis of their assessments Cost 
eif a labourer to an mdivndual producer is the wages which the labourer 
can command :n the market and whtcli therefore, the producer lias to 
pay if he is to avail of the services of that labourer Similarly the cost 
«f a machine to a producer is the pnee for which that machine can be 
purchased m tlie market 

Suppose of llie two labourers A and B, the former is irdinically 
twice as productive as the Jatirr Further suppose that Ixith can be 
persuaded to work for equal wages In such a case there is no differ- 
ence between economic productiveness and technical producinen«“!.s 
of the two If, however, the rate of wages at which A will work is 
twice as high -u that at whicli B will be prepared to work, then to the 
producer both ire equally costly EcOTomic productiveness of the 
two IS equal even though technical productiveness oM IS twice that <tiD 

In comparing economic productiveness of two machines, the 
producer takes mto account lh«r respective icchmcal productive- 
ness, market prices of the two as well as the rclauve lengths of their 
‘lives” In (act he must go a step farther Ofcourse.if the ptwluecr 
IS one among a very large number of producers so that his total output 
forms an insignificant proporuon of the aggregate output, variauons 
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in his individual output v/ill not influence the market price. In such, 
a ease price is a ^ven factor. If, howcs'cr, the number of producers 
is small, variations in his output influence the market price. If he 
uses the macliinc which is technically more productive, his output 
sviil increase and he can sell the larger output only at a lower price. 
He must take into account the effect on market price of replacement 
of one machine by another. For instance, if he replaces handlooim 
by power-looms, his unit of production becomes larger and hence his- 
output increases. As he places the larger amount for sale in the 
market, price falls. Loss on account of this fall in price must be 
placed on tlie debit side of the balance-sheet of the power-looms. 

'Roundabout” methods of production involve larger investments 
and are lengthy. More capita! is thus locked up and for a longer 
period. Interest payments thus increase. Moreover, longer period, 
increases storage costs as well as losses on account of deterioration ol 
the commodity. 

Thus ss'hiie assessing relative productiveness of two methods 
of production which arc not equally “roundabout,” the economist 
as A'/cll as the producer takes into account the following factors : — 

(1) Technical productiveness of the two methods ; 

(2) Relative costs of machinerv’ and labour : 

(3) Costs on account of interest, storage and deterioration ; 

(4) Effects on price, if any, of producing larger output by the 
more “roundabout” mctliod. 

Efficiency of Labour 

■National income or aggregate output depends on the proportion 
of working population to total population. Given the total population 
and the proportion of working population to it, abrogate output, as 
also income per head, is determined by output per worker, which in 
its turn is a function of cfEcieno.' of labour. Efhcienc)' of labour is 
defined as tlie abilits' and willingness of a worker to do his job. 

TVtll lo ZLork. A vcr\' talented man wll not produce much if 
he does not give to his work the requisite amount of attention and 
interest. Output due to him will be verj- low if his hands are at the 
implements and hb mind ekcwhcrc. Worrj" of any sort dbtracts 
the minds of the worker from hb work. It b thus essential that he is 
cheerful. Evers- one b given a job which he likes. Treatment of the 
employer and the enrironments of the place of work keep him in proper 
spirits. Abo, he can be expected to put in hb best if he hopes to be 
resvarded for merits of hb work, A spirit of competition may be 
introduced by announcing resvards or prizes for good -u-ork. However, 
to rid the worker of hb ■worries, the most important measure b to pay 
him well. Hb trages must be high enough to give him and hb depend- 
ents a reasonable standard of living. It is now almost unis-ersally 
agreed that well-paid labour b cheap labour. If the employer pat's 
the worker well and keeps him happv the latter repavs him bv doing 
his v.-ork vdth a zest. ev.j f . . o 
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Abilily to IIW/ ^Ll ihe mosj wiUinfi' uuiku i omoi <Io » iirlj 
jfhc^ docs not posse s ihc ibiUj) lo work Lrnsn prodm live po^ r nf 
groups of vvorkers is sometimes lUnhutrd to tdHoj-s whidi irc pro 
nounaid "is mairible Alxmt some nan it is said ttui they iiave 
‘the Ignorance of ages compress d imo their minds amt tint thc 
hest attempts at educating them or otheiavist sharpening their mu! 
Icct arc liound to fail But history does n >t iti any in inm i nipport 
this contenuoii There may lie dilTtaente^ <jl natunl t dents among 
individuab but to condemn a iiliolc i ill as devoid < I such lalcnts is 
certainly mischicvon* A lirioi, ivhith ipptars to bt menrablc, is 
phvaical rmironmeni, rspicnJh dimait iMirines f climate, 
whether hot or cold, arc deslnirtisc d rlhcnmv \nv hoi cJimatc 
nadversclorhcahhasweU Ofcouiat in tin imxlrin world ol id\ anted 
scKntific devices, mtensittes of heat and fold c in hi uducetl msidc 
the factoria \ct, air conditioning devices vie rostly Moreover, 
lit Ins movements outside the factory dit worku < tnnot tie as much 
piotccted Diacmg cold climaie iv most vuitahh for hard work 

Alnhty to work of a labourer depends mainly t n thtev 1 icinr>. 
First, whether he has ac(i«trcd proper physical and mental rcjmpminl. 
Second, whether he has lieen altuited the right )ol» Tlnul, whether 
he has been given the right kinds of tools 

Phvsical equipment refers lo hw stale of licalth Pioper menial 
equipment is aque^iionof ediictiion Ol course, some joli* i-cquirc 
A natural aptitudv Everyone eannoi make a i,ofxl pamier oi a good 
smgci Blit while niroWene«'or fingerv or a swirl voice arc Cod givrn 
gifts, a knowledge ofpnnciplcs of painting or ofmuwc jniv !>r acquired 
Shortcomings ofnamral gilts can to some catint be m iriv vip by jcqinr 
cd knowledge Gencrtl as well as itchmcal or cnmnvircvvl) iduca 
tion, both, arc c'scntial for ciricicnev Jobs hke those of s.ilesmen 
and factory managers seem to lequirv gemml snnrinisv tnd iiitclii- 
gciit approach only Bill even these cannot properK l>e done wiiliout 
st>me amount of technical knowJcdi,r A S4i)rs)Tian who does not 
know the uses to which his wares can l>e put oi the materials of w hicli 
thev are made, cannot do well Similarly aficuirv intnagtr will not 
bt, successful it he tlocs not have «omc idea of the lechniqiic of v arious 
processes which his workers handle On the othir hand, those jobs, 
which appear to be mediamcal and require irehnical kiowlcdge 
only, on many occasions, ilernimlsome gcncralintclh ence on the pan 
of the worker 

Right allotment of jol» u> the wajrkers ihpends on the ability of 
the entrepreneur He should aUo have received teehniCTl as w-dl as 
general wtucalion Given that the entiapreiieui knnus his job, a)!/>l 
nicnt of work depenrls on divKirm n( labour, li>e ilwawon of inchist^ 
and mobihtv of lalwiir SimilarU, proMvmn of proper mob to tlie 
worker, brings m the nufslion ofuse ofmachineiv AH tlir«c are va ly 
important, and ea^ one of them d<*erva* lo }>c siudicd ^ x 

detail * 
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CoiTiplex division of labour yields its full benefit only if there is co^ 
ordination between different processes, because, otherivise, there will 
be a waste of time at one stage ot the other. Now, every lime a 
process is further split into two or more sub-processes, number of 
persons engaged in every process has to be altered to ensure co-ordi- 
nation, Co-ordination is difficult to achieve when the number " of 
processes is large. Once it has been realised in a large factory', the 
management fights shy of disturbing the arranagement as co-ordina- 
tion would be difficult to achieve in the new set-up. Hence the limita- 
tion on furthei extension of division of labour in such ventures. 

Economic Imilalion. The most important limitation on division 
of labour, however, is what may be called “economic limitation.” 
It may manifest itself on the side of money-costs. Extension of 
complex division of labour implies increase in the number of processes 
which very often also implies extension in the stz' of production- 
unit. Tiiis incidcntly increases tlie firm’s demand for factors of 
production. If larger amounts of factors of production can be 
attracted only by paying higher prices, technical gains of division 
of labour may be more than offset by the higher money costs of 
factors of production. Division oflabour in these circumstances will 
not be extended. 

Economic limitation may also show itself in the marketing of 
the product. This limitation was specifically mentioned by Adam 
Smith. “Division of labour is limited by the e.xtent of the market,” 
he wrote. Sales depend on pj ice. A larger quantity can be sold 
only at a lower price. When demand is less elastic, a lager reduction 
in price is necessary for a small extension in total sale. In such cases 
market is limited. Limited market, therefore, means rigid market, 
a market where elasticity of demand for the product is low. As has 
already been pointed out, extension of coraple.x division of labour 
implies extension in die size of the production unit, i.e., increase in 
the total output. Of course the larger output is produced at lower 
costs, but it has also to be sold at a lower price. II the market is rigid 
loss on account of reduction in price may exceed the gai i on the side 
of costs. In these circumstances division oflabour will not be extended. 

Limitation of die market is as much operative on simple division 
of labour as on complex division of labour. A shoe-maker in a 
village maybe confronted with a limited market. If he produces 
more shoes, he may be able to sell them at a much lower price which 
may reduce his total profit. He would, then, rather produce fewer 
shoes and sell them at a higher price and thus earn niaximnm profit. 
But this “maximum profit” may not be enough to make his both 
er^s meet. He will prefer to devote his extra time to some other 
^b and earn more rather than employ his whole time in shoe-making. 
He cannot specialise in the production of shoes only. 

Locausation of Industry 

Pulls upon a new industry One aim of the producer is to miniini‘'c 
/V lacior which helps him towards that end is tliat he locates 



trn\rry of factors 

facuu. s;;ps;:n 


a«a^ from *® c ^^^lotbcccM® J ibcptod«cU“ ^^^^^5cu\cat 

iransporta^‘0’' . „^atbct ‘^^”if^^»Wc,«bF'n^'^ , ^^^uctis eas> 

depend'' upon ^-e\os«"'^'» ijon otc is n . inatena\s 
rorsnsf\nce,s««^ ^ p'o^'*'^' ,^f lo iranspost . On «1'C 

d“ not .w «;e“ “dW a^ '^'VfhcUc^ Ot matg^|, 

lns\»ch ^crn Titn« o? tnarVet is n( 


5Sfs:^sfsSs 

r&l la'»»nSf 

^.^(^MlilT of pf^" „04t impotw*" 





102 


ECONOJItC THEORY 


high. Hence if coal is to be used, the industry will tend to be nearer 
its source of supply. Oil can be carried over distances but there is the 
consideration that transport system may be upset or overcrowded. 
Even a pipeline can be laid from the point of its production to the place 
of requirement. Initial costs, liowev’cr, are high if a pipeline is laid. 
Similarly, electricity can be carried over long distances but here 
also initial costs arc high. Its voltage has to be raised very high before 
it can be so done. Also, poles have to be fixed and tvires laid. In 
view ol all these considerations availability ol power is a great attract 
tion to every industry. 

Labour and capital. Labour and capital are essential require- 
ments of cvei^' industry. Not only should labour of different grades 
be available, it should preferably be cheap. The pioneers of industry 
have to make sure that climate of the place is not very unhealthy, 
that housing problem is not veiy' acute and that cost of living 
is not very high. Availability of cheap labour has been one important 
reason why in the present century a large number of cotton mills 
tvere installed in Ahmcdabad in preference to Bombay. Similarly, 
financial accommodation is required by concerns every now and 
then. Absence of banks or bank branches and other financial agencies 
twuld be a handicap. 

Suitable climate. If climate is unhealthy, labour would either 
not stay or demand a heavy price for so doing. If it is extremely 
hot or extremely cold, efficiency would below. Also, industry itself 
may require a certain kind of climate. For instance, for cotton 
industry moisture in the air is essential, otherwise artificial humidity 
has to be produced which raises costs. Thus suitable climate also is 
a potent constituent of the pull. 

A'lomentum of early start. Such are the factors which a pioneer 
would consider for deciding upon the location of his unit of production. 
Now, suppose an industry has already been established at a place. 
In course of time an “atmosphere”, suitable to its c.vistence, gets 
created. Subsidiary industries may spring up and training institu- 
tions may be started. The place comes to acquire a reputation 
'which attracts workers, materials-scllers, and customers of product. 
Even if a new place is afterwards discovered which offers better initial 
advantages of the t^'pes enumerated above, a new entrant rvould 
still prefer the original centre of the industry. Advantages acquired 
by the original centre have been summed up in the phrase “momentum 
of an early start.” It is an all-important consideration and easily 
scores over other considerations. Hence while a pioneer in a field 
attaches importance to availability of materials, power, market, 
labour, capital, and suitable climate, a nesv entrant in an already 
estp.blishcd industry gives over^vhelming importance to suitable 
atmosphere created by an early start. 

The question of comparative advantage. It has been argued that 

•antages in respect of raw materials, market, power, labour-pot\ cr 

finance, etc., arc often not enough to explain the location of an 
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that tlicv \sou1d be u^^ed at those places and for those purposes where 
they- can produce maximum exchange-value, that is, where they can 
make maximum contribution to economic welfare. If factors are 
immobile or specific, occasions might arise when quantities of a factor 
arc rotting at one place for want of use, while at another place industries 
arc stan'cd of it. Land is geographically immobile. Consequently, 
there are large uninhabited waste tracts which cannot be carried to 
overcrowded area"; of industrial cities. Similarly, in India we have 
a host of agricultural workers unemployed or underemployed, while 
the country' is short of doctors and engineers. This is so because 
movement of labour from agriculture to skilled professions involves 
training, facilities of for which aie meagre. Situations arc also con- 
ceivable when a country has too many surgeons and too few law-yers, 
or too many masons and too few barbers, etc. For, mobility of 
labour from one skilled profession to another is low'. 

Mobililj of labour. ^.lobility of labour, tvhether it be geogra- 
phical . horizontal or vertical, depends on the labourer's will as well as 
his ability to shift. Differences in languages and customs, ri^dity of 
castes, joint family system, affection for the surroundings of birth- 
place, etc., reduce a worker's will to move to distant places. Such 
factors, therefore, hinder geographical mobility of labour. On the 
other hand, spread of education, feelings of nationalism, and weaken- 
ing of family tics and caste rigidities encourage mobility. Given tlie 
will to move, actual mobility depends on the ability to move. Efficient 
means of transport are a basic requirement. Abo. ino% ement involves 
costs of transport. Cheapness of means of transport is helpful to- 
mobility. Occupations which demand a natural aptitude are closed 
to tliosc tyho do not possess one. Similarly, entrance to certain occu- 
pations must be preceded by a long period of training and a large 
invcslrnent as expenses of training or as entrance fees or as fees for 
quaWying tests. Such factors hinder horizontal mobility. Yet. a 
number of occupations have similar jobs. Typists, accountants and 
the like are required in all industries. Age is also a determinant oF 
mobility. Older people have long been in an occupation and are 
reluctant to change over. Younger men are, however enterprising and 
prepared to take risks. Hence mobility of labour in a country 
.{.ouds on the proportion of young workers to the total working" 
Jpulation. Dynamic nature of the distribution of working popuia— 
arnong various occupations is helpful to mobiliis . In cvery"^ 
tion some people are alwavs retiring and new entrants are- 
. m. Xumber of new entrants can be adjusted according as 
■ ui.. I w of various occupations vary. Reshuffle is thus easier 
usuaLy' imagined. Movements from one post to the next 
post depend on the extent of knowledge required for the higher 
luuch better qualified than an overseer^ 
qualifications essential for the post of a head clerk arc not \eryr 
I.. from those required for the post of a senior clerk. Vertical 
jility is easier in cases of the latter type. Vertical mobility has 
’’ ™uch facilitated by' division of labour. As jobs have been 
' ’cu, Itsiming the next higher job presents not much difficulty. 
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'On!* f:n i in rfir ‘uu.ition i*; th;iT quriniiiy of L'uid ts l.cpt 

.fjse<L Jf ji iimitt’d qiinnUfi. of laju! rouid yi»!d tmlimited aopq 
the qucsUfiU of dimiaKhint!: ti-Uiim it» inscn'ivr ruftivation m'ouM not 
arise. \\V rna, fumrvrr. acrrjji it as an asiotn that a i(mst'*d qiwntity 
of land rannoi itidiuduxl t»utp«t. Si-<rondK, fisiis oftiicqu-intity 

•of hand v.'oaid !«■ no handicap, if oar or of tiir s'ariabic factors, 
ih.it is fahoai and capital, sst re prjjVri <■n1!^lit^^i*'. for land. Weliave 
already noted that thouch fartors of prodtirtior. max 'mcax.'tilBtKnifS 
for one amnhrr, clnsticiix of >.i!i>xtiiiiiion .»*■ hrtxvem than is ntit 
infinite, lirntc. ihonyli addiiiona! rpianiitit’c of lalHiut and cripit.a) 
ni.iy tend to roxx-r Mp tin- dcfinrncx tint- to fixitx of land, they cannot 
tompktrix tonipcnsatr; this dcfirimry. 

It may lx- that in tin* initial stattes tpiantity of land is "loo muds 
for the amount of lalxiur and r.apit.a! into xtjrjj it, Foj <omc ume, 
therefore, retiinix to additions o5 lalKnir atul capiutl may incxco-y. 
But .ns tin; quantities of the x-.-iriahle fhetors ate increased, soo.n a po'mt 
uiij be reached tshere i.hr qu.nntifies of the \-;iri;!bk* factois "go Ixst 
xsitlf’ the gix-en quantity of the ftxt d factor. This is the point ol the 
}>r>-t proportion or optimum {jrop<>nion. Up to this jKiini tctnms to 
.’.dditional dtres of iabonr and capita! max increase. Beyond this 
jxiinl additions of lalxjtir and nipital xit.’d tltminishing returns 
because the conibinaiion of frictors is progi*-ssi\e!x moving .sv.ax fif>m 
the point of best proportion'. 

Thus xve see tliai diminishing n turns .irise m inti iiiixe suhiva* 
•vation because the cttpacity of .t limited (pjantitx of land Ls not tin* 
limited: lalxjur and capita! .are not perfect suii'iiiiues of ].ind: .and, 
.after a point, increases in ialx.ur andeapital remox'e tiie cnmlnnation 
-of factors farther from the point of )«si proportion. 

Xoxx, xsh.nt is true of land in .igriciilttire Is true of rrey factor 
in cicty industry. hethcr it he !alx>nr or capita! oi exen enterprise}, 
ri limited quantity of it cannot fiaxe unlimited capacity to nroduce. 
I'vor docs any factor lime* a perfect sniivijtute in anx other factor. 
And if laljour or capital is kept fi\<<l in cpiantitx and other factors 
are increased, the amount of the cousiani factor may be ‘‘too large ’ 
for the initi.a! amounts of the vatLable farlors. yet as the xariablc 
factors increase gradually . a st.agr is Imund to re.ach Ix-yond xvhich 
further incre.ascs in the xariabie Vactors will carry the comlhnation 
Ircyond the point of lest proportion, -■Ml these facts hold gtxjd for 
•trx'ery factor of production irrespectix-c of llie fact xvhether the firfd of 
production is mining, fisliing, manufacture or trade. Hence the laxv 
<oF ditninislimg returns is not a laxv which operates only when land is 
ept constant in agriculure. It is a untx-ersa! laxv and applies to 
' fields of productive actixdty wherex-er one or more factor 
so scarce that its quantity* cannot lie increased. 

,j ^’’aphUcl TepraentalioT!. llie operation of this law can lie moix* 
'.y understood by curve representation. I.et given small quaniitit’S 
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ECONOMIC THEORY 


a factor there are many maxima arrangements which equalise margin- 
al product, but tliere is only one of these arrangements which maxi- 
mises total product. This arrangement is the arrangement of 
absolute maxima. 1\lth this arrangement additional quantities of 
the factor will %-ieId diminishing returns in ever)’ industiy. 

Theoretically, the fact of there being many mtixima arrang^ 
ments and only one arrangement of absolute mamma is obvious and 
instructive. But in our further argimicnt we can ignore this fact 
because arrangements other than absolute maxima arc not cquilionum 
arrangements, '\^’hcn a factor is \-ielding increasing returns at the 
margin in any use. the arrangement would be changed, 
brium is achie\'cd only at the point of absolute mamma. _ Hence 
position when marginal product of the factor is diminishing m ever\ 
use is the only one relevant to consideration. 

Afeansng of equal marginal product. Comparison of the w Diking 
of this principle in a capitalist and a controlled economy is interesting. 
Marginal product of a factor in any two industries consists of different 
commodities. For example, marginal product of land undci wheat 
may be tiirce maunds of wheat, and under barley it mav be four 
maunds of barlcs*. How can we say whether the two quainuics — 
three maunds of wheat and four maunds of barley — are equal or 
imequal? In a controlled economy it is the dictator (whe^h r that 
be the all-powerful political head of the Slate or the central pk.nning 
authority) whose values arc the basb of valuation. If he (or the\) 
considers ilirec maunds of w’heat equal to four maunds of barley, 
they arc equal, otherwise not. In a capitalist economt , on tiie other 
hand, market prices form the basb of \-aluation. If in the market 
three maunds of wheat sell for the same price as four maunds of 
barley, the Uvo quantities are equal. Hence equilibrium distiibution 
of a factor in the production of various commodities tvill be such that: 

Marginal product in commodity A Marginal product in 
X Market Price of A. = commodity B x hlarket 

price of B. 

— Marginal product in 
commodity C X hlarket 
price of C. 

Mechanism of equalisalicn. How b llie equalisation of marginal 
product actually brought about? Suppose land can produce only 
either wheat or barley. Marginal product of w'heat b three maunds 
and of barley b four maunds. ^larket price of wheat b Rs. 16/- 
and of barley Rs. 12/- per maund. In either case marginal product is 
^lued at Rs. 48/-. There b equilibrium. Xow suppose the 
aemand for wheat rbes and that for barley falls, so that price of wheat 
20/- and of barley falb to Rs. 10/- per maund. Growing 
hwH becomes more profitable. Owners of land ivili sliift some 
j f ■wheat. Physical marginal product of wheat falls 

o barley rises. Suppose marginal product of tvheat falls to 2i 
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an acre. If labour is abundant, it txall be eleven persons per acre. 
If both are scarce, the ratio lie sometvherc bctv.ecn Acse tivo 
extremes, depending upon the rclatix’c scarcities of the tvvo. If labour 
is more scarce than land, it wiW be nearer to seven persons an acre 
and vice versa. 

This analysis helps us to arrive at a definite conclusion regarding 
the circumstances xshen one factor is abundant and the other scarce. 
Wlicn both of tlicm are scarce, weean knov.- only the limits bemxen 
x\hich die actual ratio must lie. What exactly die ratio x\"i!5 be is 
difficult to find out. in that field the method of iso-product curves 
helps vs. 

Coubix.^tiox of Two FiVCTORs — I so-product Curx'es® 

Isoquants. .As before u e assume that the: e arc two factors, land 
and Jalx'ur. Tcdmtcal production conditions arc also taken as gi' en 
so that output, ishich a combination of anv guen quantities of the 
two facio"s can produce, is also giicn. 'Ac knov that if the quandty 
of one of the factors, say labour, inc' eases and of the other factor, i.c., 
land, is kept fixed, output vilt me. ^=0 (though notpropordonately). 
Also, if quantity of land is i educed, and the number of labourers 
remains unchanged, output %m11 fall. 

Now, suppose number of laboiu is is increased. There must 
Tie a git en rcducuon in the area ol land which will leave the output 
unchanged. For instance, suppose bO labourers working on 10 acres 
-of land produce 3,000 maimds of rice. Also, if labourers are in- 
creased fiom 60 to 70 and the area is reduced from 10 acres to 9 acres, 
■output is unchanged. Then, the two combinations of factors — 
fiO labourers -j-lO acres and 70 labourers -1-9 acres — arc equal 
product combinations or iso-product combinations. If we prepare 
^^tbment of all such combinauons for any given output, wc get 
the iso-produc schedule for that output. There is a different iso- 
product schedule for everv level of output. Given below is one such 
schedule: ' 


TABLE 9-c 


3000 mds. of rice arc produced by 60 JaTxiurers -r 10 acres of land; 

or, 70 labourers -f- 9 acres of land 
or, 82 labourers -r 8 acres of land; 
or, 98 laTiourers -f- 7 acres of land; 
or, 120 labourers -p 6 acres of land; 
_ or, 150 labourers ~ 5 acres of land; 


tsc>-B.o!^ct cimc in production is analogous to indUTercnce curve in 
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more efficient units of factors. Aiqumcnts advanced by Professor 
Chamberlin arc interesting.' 

Two possible meanings cotild be placed on “divisibility of factors.” 
It might imply qiiantitatn-c change. To i educe labour or capita! 
vronld then mean reduction in the number of labourers or machinc.s. 
Even ii factois be perfectly divisible in this sense, there would yet be 
economics of scale on account of increased spcci.alisation and well- 
known advantages of dbufion of labottr. Spccialbation might also 
increase with an increase in tlie number of machines. For instance, 
if difTcrc.it looms arc made to specialise in designs, changes of waips 
and tvools tvould be less frequent. 

Divistbilits of factors might imply a qualitative change. Re- 
duction in labour xsill then mean cmplos-mcnt of less efficient workers. 
Likewise v.ith machines. In vic\% of factual difirrcnccs in the skill 
and intelligence of workers and sires ard designs of machines, this 
meaning of divisibility is more apt. But cs'cn in this sense divisibility 
docs not rule out economies of scale. OnK ss ith large-scale production 
specialists can be emploscd. When output is small, range of workci-s 
out of v.hom choice can be made is narrow. As the scale extend', 
choice can be made from a large group of workers and thus there is a 
gi cater scope for reduction in costs. This is all the more obvious if 
\se consider tlie ca.se of machines. A large fiim can make a choice out 
of more machines than a small firm and htnee is apt to find one which 
produces at less cost ttian any machine asailable to a sn.all producer. 

IVhat appears to be an indisasible unit can be made divisible 
by sharing it part-time srith another producer. But then it may be 
found that by so doing its efficiency will decrease. Hence leasing 
it idle for some time is prefen'ed to hiring it out that time, not because 
it is indisisiblc but because leaving it idle increases its efficicncs'. 

may conclude by saying that while all internal economics 
cannot be summed up in the phrase “economies arising fiom indivisi- 
bility," this group of economics constitutes, an impoitant categoiy 
in the list. Of course economics do not arise due to indh’isibility 
only, but some economics can certainh be attributed to this fact. 

EcOKOSHES .\t!D THE IsOOXWNTS 

Economies and isoquants. In defining an isoquant sve assume tlic 
methods of production as given and then argue on the basis that 
sritli a given combination of the two factors there is only one quantity 
of output s'.hidr can be produced. Such a basis is justified only if 
expansion of the firm is not accompanied by expansion of the other 
fiim= or addition of new firms. For, if we W'erc to admit such 
expansions and additions, s'.'c c.Tnnot decide hnw much total expansion 
of the industrs to associate witlt a given increase in tlie output 
of the firm. 


7 I'h’CTj Of AJoropoliittc Ccnp'lilixr, (2rd edition'., p. 235-2^4. 
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CHAPTER xn 


PRODUCTIVE POTENTIAL 

W’c have seen that a counlr\ can increase the sire of its nat’.onal 
dividend b\ making tlic best use of its productiv'c poientiai— It;' 
division of laljour, me of machinery, localisation of inclustiy, combina- 
tion of factors in least co^t propontons. .tnd by tuning the businc:' 
units to their propet scale. In all this discussion v.e assuincd the 
productivr potential, that is, quantities of factors of production, as 
given. Now we shall discuss the meaning and implications ofinci cav- 
ing the productive potential. 


Devclopuevt or Xatlral Resolrces 

Imporlnncf of natural t (sources. The siac and quality of natural 
resources of a counirv is an important determinant of the character 
of its economy as well as tl;e kinds of produces. That agricultnrtt 
occupies an important place in the economics of India, .Australia aiaf 
Clanada, that industry and commerce predominate in the economic 
life of England, and that the U.S..\. has an cconomv evenly balanced 
between agriculture and manufactures, arc facts ol no mere accidenU 
.A country' cannot produce jute if it docs not have any jute land. 
Production of tea on any siaable scale is not possible if the requisite 
type of land and climate arc not available. Production of machinp. 
tools and other iron and steel products is easier for those cotititncs 
which possess rich iron depO'its. The extent and nature of mlup 
determine the quanlitv and quality of mineral products. If India 
can produce enough mica but no moKbedenum, it is not her 
fault. 


Fixity cf natural resources. The size of soil in a country is more or 
less fixed. It may be possible to reclaim some soil from sea, but the 
costs involv'cd are so stupendom and possibilities of reclamation so 
limited that we can safely assume the physical area in every country 
as given. Wbat is true of soil, is doubly time of climate, mines, tivets, 
etc. Gifts of nature remain what they are. It is for man to explore 
and exploit them. 

Development cf natural resources. Deficiencies in natural resources 
can to some extent be remedied by human skill and ingenuity. Thu-s 
if land has low* fertility , artificial manuring may increase it. Quality’ 
of land can also be improved by fencing, digging a well, etc., etc. 
^milarly rivers can be diverted. ' Even the intensities of climate can 
be reduce!. _AiI such steps are. however, better described as iavest- 
. pent of capital. Hence dev’elopment of natural resources implies 

^ , investmcTit of capital- 
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increase of labour is attended by diminishing proportionate returns."* 
At the point where average product of labour begins to fall, pa 
capita income would be the highest. This point has, therefore, rightly 
been called the point of maximum return or of optimum popula- 
tion.® It can easily be illustrated by a curve. 

AP is the average product curv'e of labour for all kinds of 
industries taken together (Fig. 12.1). Up to OAI, increases in 
population result in increased average product of labour. Beyond 
OAI, average product falls. Hence when population is OM^ 
average product of labour as well as per capita income is- 
maximum. OM is the optimum size of population. Per 
capita income will fall if population deviates in either direction 
from the optimum. If populadon is less tlian the optimum, pa 
capita income will rise uith an increase in population. If, on the 
other hand, population is higher than the optimum,'^fr capita income 
will fall with an increase iu its size. The extent to which actual 
population deviates from the optimum is called maladjustment. 
Degree of maladjustment is measured by the formula: 


where df stands for maladjustment, A for the actual population and 0 
for optimum population. When M is positive, it is a case of over- 
population. If it is negadve, the.country is under-populated. At d 
if Al equals zero, population is of the optimism size. 

Effect of changes in data on the optimum. The concept of optimum 
populadon needs to be applied uith great caution. It must not be 

supposed that optimum p(> 
pulation for a countrv' t? 
a fixed size. On the other 
hand, it is a perpetually 
changing one. We have 
explained the concept hf 
assuming knowledge, tc- 
sources and capital as given- 
Cannan in the statement 
quoted above uses the 
words “at any given time, 
by which he means that 
knowledge and dreumstanW^ 
remain unchanged. Du- 
coveries, advance of know- 
ledge, and application of 
previous knowledge to new fields, put the point of maximum 
' farther and size of the optimum may increase. In diigmm 
iz.— -ri, IS the original average pr^uct curve and A^ the same curve 
alter .a change in knowledge and drcumstancts. Before the 
optimum; after it optimum increases to 

2 56 . 

■ • aaurKiCTs ^,5,5 Uie phrase ‘optimura density of popala'ionJ 
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Fig. 12-2. 
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OAfj Ifpopuhtion IS 0^^ m both arcumslances, the coimtry js 
overpopulated before the change and underpopulated after the 
change Hence a country ought hive been overpopulated m some 
past year and may be underpopulated today even svith a larger 
population 

CVifimm The fact of the matter is that m its practtcaf appli- 
cation the concept of optimum population is not very helpful Sup- 
pose a country is ONcr^pulated We cannot reduce the number by 
a slaughter, nor can v.e reduce the birth rate suddenly Changes m 
birth rate can come only slowly IfpopuUiion » optimum we cannot 
arrest it there Hence optimum is conceptual It is not to be 
thought of as the right size at any moment but as the right rate and 
direction of change in population over a period of tunc But "over 
a period of time knowledge and circumstances do not remain the 
same In fact changes in population ire ihcmselves a source ol 
advancement m knowledge and changes in the methods of production 
If in any country population had adopted "i different course, inven- 
tions and discoveries would also have taken a different direction Thus 
changes m population themselves change the optimum How can 
we then proceed on the harts that popitHtton change? while knowfcrfge 
and circumstances do not change’ 

Importance op Capital Accumulation 

Tfie seU sourct of tnertastag pnjuttae pofmtxol Land, we have 
seen, is not possible to increase in sue Increases in laiwur imply 
increases in consuming population as well Capital is unlike Ixth 
land and labour m these respects It consists of man made goo^ 
which can be augmented Also, in increase m the number of mai^nm 
and tools does not by itself imply an increase in the number of con- 
sumers We include permanent improvements on land in capital 
formation Expenditure on improving health, strength, and 
knowledge of the workers is also investment of capital in the workers 
Moreover almost all machines arc labour-saving Some of them 
yrove land-saving For instance, tractors obvute the neccMity of 
oxen and thus save land which would have producred food for them 
Capital can thus be utilised to make tip, to some extent, qualitauve 
as well as quantitative defiacncies of land and labour Even 
otherwise, use of machinery increases output Hence capital formation 
« the most powerful method of increaung productive potential 

Pnvate end ioetal lapilol Capital of n country may be divjdeth* 
into private and social capital Pnvate capital refers to madunes, 
loob raw matenals, fuel and stocksof finished goods avnilaWe for use 
exclusively to those who own (hem Social capital compiises of those 
assets of tlie nation which are available to the public at large and 
whidi are helpful m increasing production and trade of the country 
in general The most outstanding instances of social rapid are roads 
and railways, waterworks and cannb, etc Private capital of course 
increases production but social capital K no less important Eosnomic 
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framework, or some wings of it, may be weakened, and at times 
paralysed, if assets, constituting social capital, are underdeveloped or 
unevenly developed. Hence for economic development both, 
private as well as social capital, have to be increased. 

Determinants of requirements of capital. Actual capital requirement 
depends on a number of factors. First, it depends on the methods of 
production employed. In Indian agriculture, age-o'd methods being 
in vogue, capital requirement per farmer is small. If modern mctliods 
of mechanised agriculture were to replace these traditional methods, 
capital requirement would increase. Similarly a cottage worker 
performs his task with a much less capital than a factory workrr. 
Secondly, capital requirements depend on the nature of tlie economy. 
As a rule capital-worker ratio is Itigher in manufactures than in 
agriculture. In trade and commerce capital-tvorkcr ratio is believed 
to be still higher because, though machines used are rather few and 
simple, much capital gets locked up in stocks and in goods in transit. 
Less capital will thus support lower stages of development and lower 
teclmiques of production. Size oi capital indicates the stage ol 
economic advancement of a country. 

Capital requirement also depends on the size of population. 
Methods of production remaining the same, if population is 
increasing, capital also must be accumulated as fast to maintain 
per capita income. In case net increase in capital is slow'cr than 
net increase in population, capital will fall short of requirements. 
As it is difficult to shift to lower techniques, unemployment wall result. 
As absolute amount of capital has increasfed, total output will increase, 
but output per man will fall. In the case of increasing population, 
therefore, even to maintain the level of per capita income a continuous 
increase in capital is essential. To raise per capita income, accmnulalion 
of capital should go faster than the increase of population.® 

Wc live in a dynamic world. New maclunes are continually 
being invented and new methods suggested. Moreover, a change in 
the methods of production is not always conditional upon invention 
of a new method. A number of methods may already be known, some 
of them being more capital-intensive than others. The more capital- 
intensive methods tvill increase output per man, yet they may not be 
used on account of shortage of capital. Consider, for instance, the 
following case: TABLE 12-a 



Methods of x 

Production 


No. of workers per 
machine unit 
Price per machine 
unit (Rs.) 

Total output (units) 
Output per man funitsl 


accuTnulSion°^ra»W Present state of Indian economy when capital 
«mmuianon ts rather slow, tncrcascs of population arc a handicap. 
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a%ailablc If capital available shift to ;> and 

%mU be used As capi al ,^,„g mven, total output, 

then to z Sue of the werUng only by inacasing capital. 

andhenceoutputperhe^.niay Indian agncultiirc have 

One reason why methods formation m the agricultural 

remained u ichanged is agrtcultuml sector 

sector and apathy toisards it of the non agr 

Capital acamulation and crtBomic requirement per 

to hit upon improvements which redu ,nx^tion 5 are the 

VNorkcr without affecting output per man ,^55 

type which would suit a country like ou . ^ to maximise 

scarce than capital and where the England and U S A , 

output per unit of capital In count w shortgage of labour 

periods ^very rapid powth therefore, 

m comparison \«th fast accumulation of P stands m 

required labour saving or capital rt-dueme output per roan 

need of devices which «ve <aoinI sviihoul reducing 
so that our capital goes a farther dutance m mcrcas b 
and output iM-hmaue of production 

Generally, however, ‘"iprovernenti H techniques 

lead to the me of new machines which arc w ,i,c requirement 

do increase output per head, but 

of capital per worker Tlim, even ‘•^P“\\ccumulation Tlie higher 
!hS “r^r.ro="pS,X"f«f; .h= -e ,n -otal .u.put a, »eU 

Ever increasing amounts of capital are req A_(j^lhc problem a 

.p'SfaS crxxsx,0*pj?*cr.^ 1 ... 

Ecososiics OP Capital Formation 

CMm of >00,00 Accordmg to a 

result of VN-aitmg or poslTOncn^t o consume it, he cieates 
person produces wealth hut does jmt cjsum^i^.^^^^ 
a saving Saving is thus *he ^ecss of money- 

consumption In a money economy or expendi- 

mcome over money-expenditure Con P so long as 

ture may not be postponed for evw vhich ron- 

it IS not spent or consumed The longer ^ that part of 

sumpuonupotlponcd, the thus a two dimensional 

income is to be treated as savir^ having is uiu 

4 Rece^smposium in output. 
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concept, tlic d^- 

future date a perron 'If this act is descnbcd as dts 

“r"” e”SS ‘ivingT 'an amount tvithcu. rcfemnce 

u, us 

M-hcrc there arc 20 |„p and^c^xr>- person 

. trees. Suppose the^' aU n^ntv apples. Now suppose that 

five hours a day and J v/hich ^^ ould help them plu^ 

they decide to produce s lep followng methods may ) 

more apples per hour, une 

adopted: , asked to devote their 

(1) Of the t'vcnty pe^ons, four m b sixteen 

%vhole ^vorking day to as^efore, all the uveniy 

continuing to pluck apples t shall be 320 apples, that 

^^•orking for five ho^ each buyhe ^P consumes 

is 16 awles each. In a ^sxy each ea^ ^ 
sixteen, die balance gettmg cm x) i 

(21 Every individual may contmue , making 

ofivhich four may be dwoted ^’^‘^“^ych^Urk as would pu ducc 
“crooks.’’ Ever^' one of them ^ The balance will one 

20 apples but ge« only 16 apples ^ 

day become a\-ailable in the orm ^ mi la%-s aside four apple® 

(3) Ever\- indiiddual consume sixtixn and 1 
ever,-Sy. M^er four days -« have -teen also 

may be'devotcd to worfang on ^ 

sai-ings ultimately take the form ^ 

In all the above three c^es J Swofk. There JS* 

v.-orking and not consuming tlm ° “crooks" into existence. It 
however, a fourth method of brm^no T)luckine of apples for 

is that all the tiventy individuals conUnue P , to ^making 

five hours as before ^d devote some ^ddiU^al ume^ 

“crooks”. Consumption “^of production over 

per day. Yet savnng, even here, that instead of 

consumption. The only difierrace up This method i® 

cutting down consumpUon, production is s‘ P^ economies where it 
of a lery- great significance m ^tiderdev doped eco o jj^„g 

it is diSaciflt to cut down consumption because the St 

is already very low. . I^eep 

Sazu'ns must be invested. Shepherd-CTOoks may reason 

produced ‘'and yet they may not be us^ “crooks”, refuse 
— say, superstition; or, those, who P*^^ , Saving then 

to lend them to those who know how-to use ’^jjcal purposes, 
shall have been done but capital shall, for P .^ricr is invested 
not have come into ejdstence. It is only when ®^ S „ pro- 
that it becomes capital, ilarshall ignored this asp c-vino- may 
blem and treated saving and investment as synonyms. ^„ards. 

•’1 D take the form of jewellery or currency notes and he m imc 
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This laltcr coastitutn leakage from saving Tlie problem of capital 
fonnauon ts, therefore, tisoftdd first, there is to be saving, secondly 
this saving has to be invested, not hoarded 

Rate of Cafitai. Fossiation 

Fundamenlal conditions Two fundamental conditions must be 
fulfilled for there being any saving at all Tlicse are secuntv of life 
and property and existence of a stable currency Given lhe«e tvso 
conditions, saving depends upon the power to save and vm!I to save 
of the people. A study of factors which influence power and tnll to 
save oi an tndividuai family throwa enough light on the power and 
will to savl; of tlie community as a whole 

Pouer to sase Saving being the anti thesis of expenditure on 
conwimpuon, power to save of an indivndual family depends 
on the aggregate income of the members of the family, sUc of 
the family, and the stindard of living touhich theyhave become 
accustomed. If theincome increases, onf the size of ilic familj 
becomes smaller, or if lU membe^ reronole themselves to a 
lower standard of living, the ability to save rises and ii« wru 
Fower or ability (o sate of a commiinifv ts a whole depends 
•on the average level of mcomes, average sire of the family, 
and the prevalent standard oflivnng But it also depends on dev lations 
■of individual incomes from the average income Tf incomes ate 
iinevTnly dumbuted, there u a greater ‘cope for sav mg than if incomes 
are evenly distriliuled This mcidcntly aIiows that where incomes 
are Jovv and evenly distributed so that ihere are few “very 
prosperous” or ' fabulously rich*, it becomes ihcduly of the State 
to do the requisite saving for bringing about economic progress 
/nslilutianal faclars Institutional factors may promote or hinder 
saving For instance, if i Ivrge number of people find empJovment 
in jobs where contnbutions to provident fund air compulsory, large 
sums get savTd Similarlv, if it is customary to give -government 
bonds or company debentures or shares m dowries to daughters, 
people have to sivc and keep tlicir savings in these forms Though 
there is an element of arcumstantial compulsion m the soaal factors, 
yet, as the people reconcile themselves m due course to these acts, 
such institutions] factors imy be said to mfltiencc the will to save 
OlArr deteminanU of tcsil to sore People may save monev bceaiwe 
■of personal, family, or national coasideratiom Fvery individual 
wants to become nch For, it is the mh, who gcnenily constitute 
the Gentry , can fight elections ami win other places of rsieem in 
society Similarly, jbr desire to save enough to start one’s own 
business or vo etvlaTgc the existing huviness, tis also the desire to 
provide for one's oM age, arc powerful incentivev to save Moreover, 
people want to make provnion for education, marriages, and a gOM 
start in busme*s for their children A merve fund may be sought 
to be crealed to draw upon in iimci of emergencies LastK.tnihe 
'"''“’•’'••'•'•-*•1, people mij be artuaied tosavc ihrough realisation 



15? 


PBonucnvE poTEtrrJAi- 
awnce ct .base raC,., pr»v,a,rg babage of 

sa\nngs into hoards vniIUic (argo ^ function 

C.aetam Thus va fma spandmg habus ol 

oF many Factors Tl depends “I“" *;X°“,looh on hFe, on the Fam. > 

the people, on the social institultonsOT „„|idtnce, a”"! 

attaSiments, on the „opIc In case some oFthne 

enterprising spirit and eapahihties _ ,nc economy stagnates 

Factors are absent, capital Formation to 

It then becomes incumheiit on the ^ „ penalties or tolh 

actnely enter the field and P™"'*' .“'"J^eentiim It is a condition 

to ensiie that capital accumulation gam mom 

oF stagnation m uliich uode.deselop^ eoi. , ent of iheit 
This IS s.hy most oF them have taken to plann 


economics 



i,-pvzst>zx TO CHAPTTR ^ 

C\PITAL FOR^IATIOX IN AN UNDERDE\^LOPt*D 

ECONOMY _ ^ 

Ucderde-.-eloped econosiies are ronndercd 
-oo-ab’i^-^os in tbe modern ^'/orld. Problems cozmtctcd '• 

-S countries am. therefore, of ’dtal important for -c. 
rn^menance of V.-orld peace. To Indian students these 
of sp-'dal r.sniScance since sm happen to_!n-e in f 

-..ml pins fts hopes on speedy acceieration of the rate ol cap 

formation. 


/miSfrtmi 


-tz/s. It is sometimes thought than _as 


ad-mn-mdlomnSm land^. mi.m. 
pr<xx£$ of exnioitation. there are les'.' pj^toilines o. c. t- ^ 

In of amvinvetment. In mrh cc.-mtn« ms-estmen. 
mtfit seek to make exoloitadon of rcso-jrces mc^ 
other hand, it h argued, in undereioped and 

there are vast unesploited reso-jrces and hence tnere is a i ^rr^- 

for making nev. im-estments. _ On the basis 
concitmon is drav.ta that v.hiie m adtmic^ cotmnics 
and investment opporttmides are limitec. in tin<ieideve.ap _ e ^ , 
there are vast investment opporttmities and the mam p* 
is about saving. 

This !s not correct. In tmderdeveloped econo:mes the 
is as much of creating as'cnaes of m-.-estment as oi saving. T,. 
-economies capital market is not v.-eli desxlop^^ Apa^ iro 
general level of pnrehasing pov.trr of the people is too. inere ^ - 
vrz might call the insnia of the marken In faK me gener’ , 
proSt in underdeveloped economies is lov. . Inthsidual mc.!^*- 
v.'hen ^ven a start Co not take oT and fail to gam momentnm- 

Tnere are also some ceonle ssbo hit the odier extreme. Trom ta= 
fact of genera! rate of profit being low thtr.- j-Jmp to the cond^on 
there are no profitable avenues of investment. Even t^t is no.- 
rect. The fact of the matter is that there are many fields for mvestm ^ 
■Oals- all of them must be fed together. It is no. shortage oi aven- ^ 
-of investment but an ah-ro-md shortage of investment it^. mat n^_ 
to be tackled. The problem is one of purtmg the_ who.e eroa^^ 
into proner gear. It coasfets. in ensuring that there is a simuimn- ' 
develonment in the various ^vings of the economic frames-. qrS. ^ 
-one sector advances and the others lag behind, the latter ' 

bottlenecks, especially m the form of limited market. Henc* 
erc-neloped econonlj not only nave savings to be effect.- , 


abo to be canaHsed into a pattens of investment whira^t-^ 
tion demands. It is tor the State to see that iavtstment is s 

-^^£ 32 .. 


SO 
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Imptdantrls to sanng Ne^Trthelrss, crcrtjon of saMti^ is a 
veritable problem because ability of the people to save is very low 
Incomes and standard of Imng arc already so poor that cuts m con- 
sumption are rather difiicult What saving can mc impose upon a 
people who do not get two s^iare meils a diy, who do not Inic 
enough clothes to hide their shame, and w!to do not possess a cottage 
worth the name’ Of course people are content with the low snndard 
of living but incomes also arc very low and famihcs large Tlicrc 
are, no doubt, a few rich people but thev , lile the Pashas of Egypt and 
the Princes of India, liive ahvavs revcIM m osicntalions ratlier tiian 
in sensible msesttnents Wliile Roclfcllers and Fords spend large 
sums for the education Tnd uphlt of the down trodden, Indian 
princes waste their wnhh on races and luxury palaces 

Even institutional factors arc anything but helpful Social 
values in these communities are such that thrift is not a virtue of any 
high merit A mvn mav command respect because he is hospitable or 
saintly Thrift is considered to be the quality of misers rather than 
of nation builders Joint family system makes assurance unattrvefive 
and unappealing Corporations form raihcr a *ma!I sector in the 
economy The only institutional factor »»hicli worts in the direction 
«f capital formatinn is the de«ife to own a house People save for 
spending on marriages and law suits — not for augmenting an m 
Come A large proportion of savings is thus interest inelastic 

Hendteaps/or meurntnl Among factors, which handicap invest 
tnent, may 1^ included extra value attached to possession of land, 
inclination to sink savings m gold md jewellery, and wide- 
spread distrust in the stability o> the banks One factor of note 
15 absence of corpontc finance In most cases the only accept 
able avenue of im csfment is family holding of land Faalitirs for 
mvestment do not exist Existence of banks m the country and 
saving liabits of the people are interdependent Banks cannot prosper 
and expand unless people take to banking and people cannot become 
bank minded without the existence of banks Similansthc case with 
insurance companies, land mortgage banks, etc Capital mirket 
is undeveloped Force of inenia is great Ail these institutions 
require a push to make a start and then get agomg 

Suggeslient Mans su^estrons can be made for gettingover the 
initial difficulties Denominations and matumy of government sccuri 
ties may be made such as appeal to the general public Even gold 
and jewellery may be accept^ in lieu of loam In view of stickiness 
of the people to gold these steps may be supplemented by an appeal 
to their national senlimcnt EHbrts have to be direct^ not only 
fowirefs mofiii'smg ruraf savings, but afso tovvartfs making urban 
savings available for rural areas Development of rural areas with 
urban savings is very important at least m initial stages, because an 
important layer of iJic problem cS development in underdeveloped 
economies is to create a marketable surplus in a^iailture. Tha may 
be explained 
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The question of marhctable surplus. The underdeveloped economy 
has to produce more capital goods. The labourers employed in 
producing these goods will get incomes, large parts of which will be- 
spent on food and other agricultural goods tvhich must come from 
the %-ilIages. Even if capital goods are imported from outside, pay- 
ment for them cannot be made in manufactures since their production 
is, by Inpothesis, small and expensive. They must be paid for in 
agricultural goods. The problem of industrialisation is, therefore, 
linked with the problem of creating and increasing agricultural 
marketable surplus. Hence the agriculturist must be either comjielled 
to consume less or helpicd to produce more. Agricultural develop- 
ment, therefore, becomes the unavoidable first step in the march 
of economic progress. Urban savings have to be utilised for the- 
purpose. 


Real source of capital. This brings us to a very real as well as 
dependable source of capital formation in underdeveloped economies. 
One feature common to most of these economies — especially those 
of the iCddle East — is heavy pressure of population on^and. The 
problem is to reduce this extreme overcrowding in agriculture. The 
difficulty, it is said, lies in finding jobs for those persons and the 
requisite capital equipment for them. But what is considered to be 
a liabilin- can easily be turned into an asset. After all capital goods 
are the result of work. It 'hould be possible to direct the excessive 
agricultural population towards producing capital goods, making 
a start with simple tools which may be further used to make more 
implicated tools and machines. Such a course will serve the 
tmal purpcree of reducing pressure on population as well as increasing 
the availability of capital goods. 


How shall the production of these capital goods be financed?’ 
Of course wages have to be paid to the workers. And as the workers 
have to be attracted from their old occupations, wages in the new' 
^cupations must be attractive enough. .A part of these wages will 
on food and other agricultmal products. As a restJt 
of decrease in the pressure of population on agriculture, output maw 
increase. We can, any way, s^ely assmne that it does not decrease,. 
^ is. however, the duty of the govenunent to make 

available to agnculturists modem tools and implements, good seeds, 
more fertihzers, and irrigation facilities. Its odier duty is to ensure 
■ ® sufficient proportion of agricultural output flows to towns and 

mdustnal areas. For that purpose the government may collect land 
m kind and sell the proceeds in urban areas. The government 
also take to a propaganda campaign as a result of which agricul- 
nsts wnsumc more of industrial goods. Another step could be to- 
- thf^ industrial goods available to villages at higher prices 
vvhidi is inelasdc, and those industrial goods at lower 
demand for which is elastic. Upon goods with inelastic demand 
'S tun,ts spend more at higher prices. Upon goods with 
'’^and, they v.ill sjiend larger amounts at lower prices. This 
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tvio-prongcd policy %mI 1 make the vilUgcn pay a larger aggregate 
amount of agricultural goods for therr industrial purcliases 

Jtole of the govemmeHt In two respects t]ic government of an 
undcTdc\'eloped country has a special role to play Tlic initial 
ouilaj-s on items of social capita) are large while direct reward to the 
investor is small and spread over long periods The gov’emment has 
to take the responsibility for these oii its own shoulders Extension 
in transport and imgauon facilttics as well as making water and power 
available, is the first duty whidi devolves on the government 
Secondly, in weiv of (he inadequacy of voluntary savings, it must take 
steps to mducc people to save more Such steps may be supplemented 
by a concealed compulsion to save by printing of notes The gov em- 
inent may finance the production of capital goods with these notes, 
thus diverting resources towards production of capital IVodoction , 
of consumption goods is reduced and prices rise To some extent 
rise in prices may be desirable to provide incentives to producers for 
•expanding their production But rise in prices beyond a limit is 
dangerous Apart from other evil elTects it has two adverse effects 
on savings 

(«) As people find pners progressively rising and money be- 
coming cheaper, they save less b^use theyl realise that saved sums 
will have less value at a future date 

(6) Businessmen put a part of profits in the depreaation 
fund on the basis of prices at v^ich (hey purchased machinery As 
prices rue, prices of machinery also rise \Vhen ir comes to actud 
replacement of machinery, the producer finds bu depreaation fund 
small for the purpose llitt is an undcliberate dissaving resulung 
from faulty methods of keeping accounu 

Thus the second duty of the govcmmerlt of diverting resources 
by printing more notes has to be performed with caution Rueio 
prices must be kept within limits 



CHAPTER XIII 

MARKET FORMS 
Meaning or Markets 

Supplj and demand lefcr to a matkel. In our discussion of the theory 
of demand we determined the shape of a typical demand curve and 
formulated the law of demand. All the time we assumed that at 
a certain price while there are certain buyers who purchase certain, 
amounts of the commodity, there are some others who do not. The 
latter would buy if the price could be brought within their leach. 
Obviously in all this discussion w'e have in mind a number of actual 
as well as prospective buyers. Similarly in a discussion about the 
supply of a commodity we rvould have in mind a number of actual 
and prospective sellers Actual and prospective buyers and sellers, 
of a commodity constitute the two elements of a market. 

Definition of a market. The concept, however, requires further 
elucidation. Buyers of bricks at Delhi are not the buyers of bricks- 
produced at Bombay. When, therefore, we draw a demand schedule 
foi the bricks produced at Bombav, we do not include the demand, 
of the buyers at Delhi. The reason is that the buyers of Delhi are 
not in competition w’lth the buyers of Bombay. Similarly, for 
drawing a supply schedule of bricks at Bombay, we do not include 
the producers of Delhi, since they do not go to compete with the 
producers of Bombay. Hence, while the buyers and sellers of a 
commodity constitute a market, it is competition which holds togetlier 
these constituents of it. Those buyers and sellers vs'ho fall outside oF 
the purview of competition in a given area fall outside of the scope 
of that market. A market may, thus, be said to be constituted oF 
buyers and sellers of a commodity who are in direct competition with 
one another. That is, when the supply and demand conditions of a 
commodity in one area influence the supply and demand conditions 
of it in another area, the two areas are said to be in the same 
market. 

In day-to-day parlance, the word market is made to refer 
to a place where the commodity, the buyers and the sellers are phy~- 
sically present. But this is not an essential characteristic of a market 
in the economic sense of the term. Goods may be bought and sold 
^rough agents. Orders may be placed by post, telephone or telegrams. 
Tlie commodity may be stocked and delivered in a different place than 
W’here the rate is settled and bargain struck. A market, thus, has 
nothing to do with a specific locality. Buyers and sellers may be 
spread over a wide area, sometimes as wide as the world itself. Yet 
Tt,*°r , r competition, they constitute one market, 

ine tact of competition is enough to bring the buyers and sellers 
™enc* - of a market irrespective of the fact of their 
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■can be transported ’.•.hhoui cotts and vothout any lott of time- Ssmi- 
Jarly goYerament restrictions violate perfectness of the marlret. If 
these restrictions tabc the form of taj.es, such charges may be included 
in the cost of transport to have an idea of the extent of imperfection 
of the market. If! on the other hand, gov'crnment prohibits the 
mov'cments of goods from one part to the other, then impcrfccuon is 
comDielc and the two parts constitute difTercnt markets. 

Tiius a market is friaionlcss if mcaris of transport and com- 
munication arc so developed that ncw3 flow continuously Irom every 
part to every other pari of it, and the commodity’ can be transfo/cd 
trom any one pan to any other part without any cost or Joss of time. 

2. Abs'nce nj produd ii§nenhahcn. Buyer’s preference for the 
product of one firm to tiiat of another is called product differentiatjon. 
So that market is perfect, it i« rmperativc that no buyer has any reason 
for preferring the product of one firm to that of another except on 
grounds of price. For. if there arc any such reasons, then a seller 
whose goods are preferred v.rll find him'clf in a position to charge 
a higher price than others and the buyers will slick to him in spite of it. 
The difTerence in price will continue to exist. 

-Absence of product difTcrentiation requires that products of 
various firms arc phv'sically exactly similar and also that consumers 
do not difierentiate betw een them on the basis of trade marks or the 
location or reputation of the firms, and the lil:c. A buyer while 
making a purchase takes into account not only the quality of the 
commodity but also its shape, presentation, paclang, courtesy shown 
by the salesman, nearness of the store, etc., etc. What he, therefore, 
really purchases at a time is a bundle of utilities. Absence of product 
-difierentiadon implies that either every single one of these utilities is 
equal in all eases or that merits and shortcomings balance in every 
bundle. 

Product differentiation is differentiation between products of 
-different firms, for vshatever reason. Now this reason may be real 
or fancied. Even if every unit is similar in all respects but the buyers 
on account of some imaginary reasons prefer one seller to an- 
other, product differentiation will be in existence. There vsiD 
be no product differentiation only if the buyers consider different 
units on sale in the market as perfect substitutes of one another in 
every way. 

CoMPETmox 

Competition is the race of buyers against buy ers and of sellers 
against sellers in the acts of purchase and sale, respectively, of a com- 
modity'. The race of buy cis against buy ers in purchasing a commo- 
dity manifests itself in their overbidding one another. fVe come across 
an illustration of it in almost every auction. fVe also notice the 
tendent^ of ovCTbidding for tonga hirings on festivals when pcoplfi 
stream from all sides tov.nrds a signle destination, i.e., the fair grounds. 
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Compeution among sellers mamrcsU itself m ihcir underbidding 
one another «hen Intyers are few An iJhwtritJon of it is generally 
come across on tonga stands sshm a number of coachmen tr> to 
attract a customer ssho happens to drop in 

For our purpose compeution among sellers is more impoitant 
7n a lar^ part of our analysis wt sliall assume existence of perfect 
competition among buyers and var> the nature and extent of 
competition among the sellers and study the implications 

Perfect Competition 

Dejinilton Perfect competition is said to prevail in a market 
svhen the demand for the output of each producer is perfectly clastic. 
It means that under conditions of perfect competition the s.ale of 
an individual seller undergoes a very large change if he changes 
his price a htllc To be more specific, if an individual producer 
raises his price a little, hu sales will contract to aero On the other 
hand, he can extend Jus sties up to tinhmitcd amounts bv an extreinclv 
small reducuon m price In fact thu reduction might be even as 
low as zero In other words, he can sell any quantu> at tlie price 
prevailing in the market 

Petfeet nmpetitton and revenue ean4s ef tndividuai Jirm IVrfect 
competition is thus synonymous vvith perfect elostiaiy of donand 
for the product of every individual seller This fact has an important 
bearing on the position and slope of marginal and average revenue 
curves of individual firms Etasucity of demand for a seller’s product 
being perfect, he can sell any quantity at the same price. Suppose 
the price is Us JO per unit of commodity, his revenue scJiMuJes 
will be as under 


TABLE Xlll-a 


Amount 

(Units) 

Price or 
Average 
Revenue 
(Rs) 

Total 

Revenue 

(Rs) 

Marginal 
Rev enue 

(Rs) 

1 

10 

10 

10 

2 

10 

20 

10 

s 

ro 

JO 

{0 

4 

!0 

•fO 

10 

5 

10 

50 

10 


11 
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As the seller sells cvcr>' unit at the same pu'er, aserage revenue 
equals price. For every amount price jsthe same, therefore, a\cragc 

revenue is the same svliatcvcr 
the amount. .A,lso. average 
revenue and marginal 
tevenue arc equal for cver\' 
amount In mathematical 
parlance it means that 
avciage and marginal 
iivcnue curv'ts coincide and 
the resultant curve is a 
a straight line running 
parallel to the A-axis through- 
out iLs lengtli at a distance 
represented h\ thi price. In 
* Fig. 13.1 Whin the amount 
AHOUtfT sold i' 0^1. both marginal 

andascrage revenue are PM- 
Fig. 13.1, When the amount sold is 

increased to Ojl/j, marginal as well as average revenue is vvhicli 

is equal to PM. TJius MRjAR is the marginal as well as av-erage 
revenue curve running parallel to the r-a.\is at a <li'-tanc<- 0(2."hidi 
measures the piicc. 

Conditions of perfect compHtlion. Thus the cnnnon o<' perfect 
competition that clasticiiv of demand for the product c fan individual 
sellee is infinite also means that the average and maigmal revenue 
curves of each firm coincide and run parallel to the v-axis Under what 
circumstances will this happen? In other words, iiaving dedded 
upon a meaning whicdi we attach to the term i>crfect competition, 
we now attempt to enumerate the conditions which will make 
tximpctition j>cife‘ct. There arc two such conditions. 

1. Large number of bujers and sellers. The number of sellers 
and buyers is so large that the sale or purchase of any one of them 
forms an insignificant fraction of the total output of titc indusfrv-. 
Contribution of an individual bu^cr or seller to the aggregate purchase 
or sale in the market is comparable to a drop in the ocean. Other- 
wise competition will not be perfect. If the output of an individual 
producer forms a significant proportion of the total output, any 
jnerease or decrease in the size of his output will be a significant 
incicasc in the total quantitv' marketed and hence the pi ice will 
change. If he tries to sell more, the price will fall. The criteiion 
that he can sell any amount at the prcvTiiling price will not be satisfied. 
Oil the other hand, if his is a very small output as compared with 
Ac aggr^tc output, an increase (or decrease) in his output will 
have no effect on the market and for him the price will he a given 
factor at whicli he can sell whatever amount he likes When the 
number of sellers is very large, an mdividual seller cannot influence 
marixt pnee by his own actions. He has to take price as given. 

V vv^tb every buyer. Tltis-is -what is-Tneantr bv saying that 
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j lUr i« -I “orice-taker ’ not 

m perfect competition every buver an® 
a ‘ price*maker ” 

2 Pirfect market The second jiscu^cdftha'^ impl‘« 

the market is perfect As w ^ 'of informauon as ^'ell 

that the market ts fnctionless in ojjt. from one part 

as movements of quantities _ii^ are identical m the 

of It to another Also, products _ ^re prepared to shift 

esumation of the buyers and all ol resoonse to even the 

their purchases from one seller to anv o product ctiner- 

shghtesl change in pnee In other wor , cnoice as bclv-ccii 

entiation nno. price is the sole determina.it of bu> cr 

scllen 

. .1 „nr tAeal circumstance Com 

Perfect compeltlun u nntAer *““'•* ,^u.r nf buyers or selleTS is 
petition will not be perfect when the n . j^^qsi cases it is 

not very large or when the market is imp* _„ention imperfect 
the imperfection of the market ^ ^^.us nor comprehensive 

News are not instantaneous, nor con co-e^iensive 'Vitb 

Means of transport, hots ever .(t.,. Gosemments also 

the whole area, nor a timeless, costless _ , of different firms 

impose restrictions every now and *‘‘CT similar, buyers 

arc not exactly similar And «'cn wn competition is thus 

may not accept them as equally good i cr 
a rate phenomenon 

If a perfectly competitive '”"*‘f‘J*,,"^jt!!jv^f*man> economic 
not an ideal eifcurmtancc cither competition because 

problems we make the assumption of i ,t u 

It 11 a very convenient device for ^ world, yet thw 

an RMumpuon wluch takes us away the problems of 

assumpuon equips us very well for unders 8 
the real world 

‘ Monopoly 

. rnmoosed of two s>lHh!es^ 
D^ilion The word monoi»ly »* ‘l.nclc” and ‘Vllins; 
TOono-and poU, which respectively „ commodiiy. he 

Literally, thercrorc if there is only * eome economists have 
Irolds the monopoly of tliat commodity j f,n,t,on w not appro- 
defined the term in that fashion, but Ilamam and none 

pnite to economic discussions Tatas p firms which are 

'be can me the trade-mark. But ^ different trade- 

producing the same or 

"“I* and are undnnbttdiy »■*»>> m m <~n 

almric .apply e„„pa„y „ .aid lo hold I^rdofi! ly «' ■■ 

Operation but us control over ***e ”varke J -tresltcrns- 

exHtmceor^ell^r,o^^^ef«lcncandcalellml earw aw^»•^•cd n 

tivT sources of hfrj.t The important quMii^ ‘ ,f ,I,fTr 

ilhrlW a „ .ndmnv 15 . caK- of monopois 

arc firms prwludnq close substitutes 
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It is better to define monopoly as the absence of competition, 
as a result of v.'hich the monopolist has a control ot'cr supply, and 
hence price, of a commodity. If this control rests completely tilth 
a single seller, we get a case of absolute monopoly. The power of the 
monopolist over the supply and price of the commodity is vreakened 
if there are in existence cIckc substitutes being sold by other firms. 
Absolute monopoly impli^ complete absence of competition. And 
when dose substitutes are being produced by others, rivalrt- or com- 
petition in the market does exist and the monopolist is not the master 
of all he survevs. If a firm is the sole producer of match-boxes in a 
countrv. it has the option of producing more or less so as to sell at a 
lov'er or higher price. As there are no other sellers of match-boxes, 
the supnly of this firm is the total market supply. But there 
the matto does not end. lilatch-boxes get some competition firom 
dgarette-fighters. To that extent the po-.ver of the firm in question 
is incomplete and it does not constitute a case of pure monopoly. In 
technical language, we mat' define absolute monopoly as a single 
firm industry- where cross-elastidty of demand between the product 
of this firm and any other products in the economy is zero. An 
example of absolute monopoly in India is found in the government 
being the sole producer of telephone receivers. Neither is there any 
other producer in the country- nor is there any dcse substitute of a 
telephone receiver. 

Absolute monopoly may be distinguished from limited mono- 
poly. It may be that a firm is a single producer of a commodity 
and thus has the power of raising the price by- restricting its supply- 
But this power may- Ire limited by- the threat of new entrants into the 
field. Up to a iinut he may- raise the price without any fear of 
jeopardising his position as a monopolist. But if he raises " the price 
above that limit, other firms may set up factories and begin produdng 
the same or similar product. Or, it* may be that foreign products 
are being held in check by- high costs of transport and import duties. 
As soon as price rises above a lev'd, imports begin to pour in. In 
such a case the single producer holds a monopoly and has the po'.v-er 
m raise price provided the price does not exceed the “limit". This 
is an illustration of limited monopoly. 

%\e may- also refer to the case of monoTX)lv in amanv'firm 
industry. If all these firms form some kind of a “Combination” 
so as to fix the price or restrict supply, a moaopoH- emerges. 
If the combination gives rise to a single selling agency, the 
fact of monopoly is obvious. If tfac firms retain their identity 
not only as producers but also as sellers, it is still a case of 
monc^joly if they observe the terms of combination in letter as well as 
m spirit. Such a monopoly may he called a virtual or a voluntarv 
^-onopoly. Ofeourt^, in the cases offooth absolute as wt;!! as v-oluotary 
monopolies, we assume non-esistence of close substitutes. 


^ commodity as a group of clrse substitutes, 
- monopoly w-o-olc be synonymous with a single-firm industry. 
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For, our two conditions for absolute monopoi) — single producer 
and absence of close substitutes — would then be fulfilled by such 
a Orm 

Sources of monopoty poaer A monopoly xsoufd come into existence 
and would continue to exist m an industry if there is some barrier 
in the way of new firms entering the industry This barrier ma^ be 
supplied by geographical conditions, nature of the industry, lasisand 
poliaes of the government or deliberate act on the part of the 
producers In case geographical conditions or nature of the indusir) 
cause the barrier it is called a natural monopol> Monopolies 
created by the laws and policies of the government are legal and social 
monopolies If the barrier is created liy the producers themselves, 
It IS a voluntary monopoly 

1 ^alfiral titonopoly There are tivo possible wavs m which 
geographical conditions may impose barriers to entry Strategic 
raw material may come under the control of a single firm For 
instance India is more or levs the only country to possess extensive 
mica mines If the control of these mines were to somehow pass 
into the hands of a tingle firm, the firm would be a monopolist m 
mica Secondly in an area the source of raw material may be 
acquired by a single firm and other sources may be so distant that 
the firm does not get any competition from them The bamer 
here consists m high cost ot transport and hence it is a case of limited 
monopoly 

The industry may be such as requires huge mitial investment 
tihich only few firms can afford It may be that a single firm males 
a start and the other firms do not dare talc risk of entering the industry 
and sufienng considerable losses by coropcfition Also beginnings 
are generally on a smaller scale If the economies of large scale 
production arc very great, an existing large firm may have no difficulty 
in strangling the new entrants to death as the latter start on a small 
scale 

2 Legal and social inonopolus Proper rcgulaUon of social life 
demands that certain indtvidiiab and firms are allowed the monopoly 
of their product or the use of their trade mark He who invents a 
new product or a new method of production is given a patent right 
over the production of his method for some penod Ifhcis the inventor 
of a product which does not have any dose substitute, he comes to 
hold an absolute monopoly during the period of his right of patent 
Sitnibrly, if the new mcihod id" producuon reduces the costs so low 
that otlier producers are compelled to quit the field, he will become 
a monc^lKt In case, however, there are substitutes of the new 
product Of Uic old producers continue in the industry, monopoly 
does not come into existence 

Multiplication of firms m some industnes rnay mean needless 
waste of national captal This is the case with railways, telephone, 
telegnph, water supply, elecmc supply, and the like For instance. 
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if two firms are permitted to supply water to a given area, both will 
lay their own pipelines ^vhich is a needless duplication, and hence a 
\vaste of investment. In such eases cither the government takes over 
the sole of control of production and supply, or grants monopoly 
rights to some firm. Such monopolies are social monopolies. 

3. Volunlaiy monopolies. Some social institutions have ^ the 
germs of their ow’n destruction within themselves. Severe competition 
is one such thing. \Vhen rivalry in the market i caches a pitch that 
sellers under-cut each other to cs'en below their costs, it becomes what 
is called cut-throat competition. Sellers then incur heavy losses. 
Many get eliminated and the few who arc left aie compelled sooner 
or later to come to some kind of an agreement or form a combination. 
As already remarked, combinations are virtual or v'oluntarv' mono- 
polies. There arc several forms ol agreements and combinations. 

(a) Genllem’n's agreement for price. Agreement among producers 
may take the form of “gentlemen's agreement” regarding minimum 
price. No producer, then, is expected to charge a lower price than 
the agreed minimum. To ensure that the spirit of the agreement 
is not violated by concessions in the form of trade discounts or credit 
facilities, a “gentlemen’s agreement'’ also generally contains uniform 
rules of conduct in these respects. A “gentlemen’s agreement” may 
- also take the form of restricting the aggregate output and apportioning 
it 3:mong the various producers. Thb is an indirect method of raising 
the price and profits of die firms. A “gentlemen’s agreement’’, 
whether it is in respect of minimum price or maximum output,^ is 
obviously open to easy evasion. Cash memos issued may be for prices 
higher than those actually charged. Similarly cash memos may not 
be issued at all in some cases and thus the books may be made to 
show sales much less than the actual. 


(b) Pooling. Another form of agreement is the pooling 
arrangement. Pooling may be done in respect of quantity, qualit)', 
area or time. When the aggregate quantity to be produced is decid- 
ed upon and is pooled among the producers, the arrangement is 
no different from the “gentlemen’s agreement'’ for maximum output. 
Pooling \he different qualities means that various kinds and grades 
of the cogrunodity are distributed among the firms so that a given 
quality is produced by one fi.rm only. Pooling of area is more practic- 
able. The market is divided into segments and ev'cry firm is 
assigned one segment. Similarly, distribution of period of production 
amoi^ firms is pooling by time. In this arrangement only one firm 
ts active at any given time. Needless to add that pooling arrangement 
may be done in respect of more than one factor. Thus there may be 
such a pooling of time that a number of firms produce during ev'erv- 
psnod, each firm producing a given quantity, or quality, or for a 
®<^inent of the market. Pooling arrangements also are easy to 
“Cncc they have seldom worked for long. 

.(c) Cartel, Producers within an industry may form a central 
a and r. ' . ** 1 ^ _ 


ew to to b some functions of management with a 

p ving profit position of the finns. Such an organisation 
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» olltd a cartd The number and nature of funcl, on. rfman.^ement 
assigned toa cartel are not the same m all cas ° 

complete controlm Its sphere In such a case it f (Parent 

making decisions regarding priM m mar , p j.fYereni 

firms, sales m different parts of the market, and the shares o 

firms m profits On the other hand, a cartel have vcr> limt^ 

functions and may simply serve as the central se “’S S ^ eniov 

,s an association in respect of sales only Firms 

freedom in the spheic of production and remain 

another Moreover, memlieis have the option '"f 

they feel dissatisfied v\ith its working Hence 

can b" arrived at onlv by discussion, negotia ion, p „nerally 

compromise The principle of rule by simple majority * 

not workable Of course, economic power of an 

an important determinant of its power to influence the p 

cartel 

(d) Ttusl A trust IS a corporate organisation which tak« 
over the stocks of the component firms and becomes their trustee 
It may be formed by a meeting of representatives of the firms w here 
all agree to surrender their mdividuahty It miy also 1 » formed y 

asmglefumacquinngthccontrollmgmtercstsorallthe » oower 

a caftel, it aims at raising the pr^ by ".r®’Ti?nSnabTe 

But it IS different from a cartel m that while the latter is cartel 

nssociation, the former is a permanent mercer 

the firms continue to be independent but a trust is a 
and the individual firms lose their identity A si^le Wy rontroj 
the whole policy and makes dec«.ons both m resect of producu^ 
wdl a, Mmg Tl™. a ,rm, .. m » Sl.CX ".S“ 
the advanuges of large scale production, and the hkc 

m-inagcrial functions among cx^ls, ^i^nts and working 

1. haf .ha op.™, ofcteioc ? a mm rodura c<ub 
uuly .he offiefu. ouc Thu, “"j' teoefu to .he 

though this reducuon m costs may not mean a y 
consumer 

Imperfect CoMPETnTos 

perfect competition implies comp monoDolv means the absence 

pouer Kd. ou "'XTJite ’ hLd no. conclude 

of competition from other sellen ^^lusive to eacli 

that elements of competition and mon^ly are 

•other In fact perfect r«npetii^ and m ^ ^ large 

extreme pcsitions and between th J-rnents of monopoly and 

numlicr of other sitiiauons m .^^orld we rarely come 

. rorp^,ir“%"rhrrrUyeW^^ be caned e^e. 
of imiierfect competition 
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Causes of impejfeclion. We know that there are two conditions for 
competition to be perfect, viz-, very large number of sellers and perfect 
market. If either of these two conditions is not fulfilled — and it i s 
not a case of monopoly either — competition ts'ill be imperfect. We 
know that market is perfect when it is frictionless and there is no product 
differentiation. If the market is not frictionless, we may treat different 
parts of it as separate markets. Therefore, for our purpose two factors 
which may make a market imperfect are smallness of the number of 
producers and product difierentiation. 

Kinds of imperfect competition. When there are only two firms in 
an industry, neither of them is a monopolist because there is some 
competition. On the other hand, competition is not perfect because 
either of them can influence the market price by increasing or reducing 
its output. Thus both have a partial control over supply as well as 
price. This is a case of duopol}. Another interesting case is that 
of price leadership. Here there arc a number of firms but one (or two) 
of them pioduces such a large proportion of the aggregate output 
that if it changes the size of its output, it has an appreciable effect 
on the total supply, and hence price, in the market. Other firms 
are too small for that purpose. This single firm then possesses price 
leadership. 

We shall, however, concern ourselves tsith only ttvo categories 
of imperfect competition. One is monopolistic competition. Here 
the number of sellers is large but there is product differentiation by 
the buyers. Competition between any two sellers rests not at a price 
hut at a price-difference. Some buyers may stick to a seller even if tie 
is diar^ng a liigher price than others, provided the difference docs 
not exceed a limit. Thus a seller is not in a position to fix the price 
at whatever level he likes. Within a limit he may do so. Beyond 
that limit he will lose his whole custom to others. 

The other is the case of oligopoly where the number of firms 
is not large, so that elasticity of demand for the product of an individual 
firm is not perfect. ^Vhen any of the firms changes the size of its 
output, it represents a significant change in the aggregate amount 
marketed and hence changes the price in the market. Other producers 
are then obliged to change their price and outputs accordingly- 
Individua! sellers are not thus independent of one another as they are 
under perfect competition. Firms in an oligopolistic industry may be 
producing products which arc identical in the estimation of the 
buyers. It v. ould then be a pure oligopoly. If smallness of number 
of sellers is accompanied by product differentiation also, it would be 
a case of differentiated oligopoly. 



appendix to CHAPTER XUI 

different meanings of perfect 

Ou, guidmg lomdmMm ESqSy ' 1'“”*'^ 

differently defined by various In deading upon 

do treatments of the term m been guided b> tr\o 

the conditions of perfect compe neither the usual nor the 

considerations Fust, it is '* de to drop out unnecessary 

ideal state of affairs It is ^comprehending the actua 

details and to equip oneself for ^ ,n such a way that 

state of affairs ‘*'1® details from Hs anti-thcsis. 

Vie can easily contrast it in its cssenu 

that 13, monopoly , the term 

Olhir epmtiu Ptofosot ’'""I ""o^dilioiK of fluidiA 
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Ld mobil/y offactoTS of producuon ob^so him. 
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free entry and exit of firms and perfect compe- 

Professor Chamberlin 2d "iS^ monopoly elements, 

tition* Pure competition is VuSply by a single seller. 

Monopoly means control P"f\Srsuch conuol m any degree. 
Pure competition means absence ol any „ngle 

This will happen when the number o whers produce 

seller can inHuencc the price * Tb! the buyers Thus Chamber- 
Roods which »hc«me thing « our perfect 
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ments, perfectknowledp a^ut jhe^fuWtj^^^^^^ ^ 

criteria suggested by Knight ^^f,nes it m terms of i^rfrct 
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Free entrj- and exit of firms is thus not a condition peculiar to peifect 

competition. , . . . 

There is no reason for us to be apologetic for retaining 
use of the word perfect competition in line with 2^'Irs. Robinson s usage. 
^Ve have to choose either the one or the other. 

Mrs. Robinson holds that there need not be a large number oi 
buyers; it is enough that the number of sellers is large. In fact it a 
•depends upon on which front we mean the competition to be per ec . 
If it is perfect among sellers only, then it implies that the number o 
sellers is large and the number of buyers may or may not be mrge. 
Similarly if competition among buyers is perfect, then the nunibw o 
buyers must be large; that of sellers need not be large, \\nen, 
however, \s'c speak of perfect competition tsathout any referent^ o 
buyers or sellers, t\e always use it in the sense of its being pe 
on both the fronts. Not only that. Unless a specific mention is 
made, it means also that competition is perfect in the mar "C 


for factore required for the industr\'. 

Mrs. Robinson docs not consider fricdonlessncss as an essential 
-condition for a perfect market. But of tvhat use is the awareness on 
the part of buyers about the price-offers in different parts of the 
market if goods cannot be moved from one part to another. _ In 
addition to efficient means of communication, there must be efficient 
means of transport. .\nd there must not exist any government 
restrictions on the movement of goods v.dthin the market. In ntt-b 
perfect competition is a situation in which forces of supply and demand 
can exercise their influences fully and freely. Hence there must not 
be any restrictions imposed by the government on price, production 
•or even purchases." 

Lastly, Mrs. Robinson allows physical differences in commodity 
but holds that buyers do not differentiate as betiveen sellers. She 
thus thinks that assumption of production of identical units by various 
producers is not nccessar\-, and that we need only assume that no bu} cr 
has any predisposition in favour of any seller and goes by quality and 
prices of products. Now, we have pointed out that two products are 
different when buyers consider them different. Cause of differentiation 
may be real or fancied. If some buyers consider the output of a fiOT 
superior in physical qualities, though in fact it is not, it wouW be 
difficult to say whether this is physical differentiation or predisposition. 
Moreover, in monopoly we assume that the units produced arc 
jcntical. Do sve mean to distinguish perfect competition fr^tii 
•.ij.iopoly on this score? Obviously this is no part of the essential 
dificrence. The essential difference between the two is tliat of com- 
petition being perfect and competition being non-existent. Lastly, 
our purpose being to use perfect competition as a convenient tool oi 
study, it is better that wc assume products being identical so that wc 
can study the determination of equilibrium price and output under 

! tinndiiions. Differences made in the situation by differentiation 
*■ he studied under the heading monopolistic compciid®^* 


Rei;nctit,-a on parcJiaies gciseranv take d;- forro of rationing. 
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IHE COST CURVES 
Meavino of Costs 

Real cost and money cast The pnce!™^^S on the 

n producer v.i\\ produce ^ capital and enterprise parti- 

cost of produang « is a free giXt of nature 

eipatc in the process of ^ctv Labour and enterprise 

and thus is not an item ol cost to tnc > postponement 

consist of efforts Nvhile capital resulu m the ultimate 

of consumption or waiting ^.aitincs wluch have dircctlj 

analyso, thu. eo»s,sti of jlTorts ' Tim .s real cm< 

or mdirecUy gono into ’ fjjTtJ a money oconomy 

We are, however, lo com.de, emu g™. ifoney emu 

By emu, therefore, «e dial! mean inon V of production employ^ 

ate .he t-tluer at market rates of the faelo^t P ^ „ ,g,. 

Cost of produet.on of a commodt^ “ “ j,„ployed by the 

sum of supply prices of the faetoK of production p 
firmm producing that commodity , t.ilue of these 

Of#«rl»mr> roll One “"jS? aSname product sthiclt 
factors u to find the s altie y^ts of factors of producuon 

these factors could produce The “tmo s to sthiclt 

asatlaUe tn a country aro Itmtled Tltero «o vana“ employed to 
rhey can Ite puL If gt'cn <1"""X, S th“e fa«"” 
produce cotnntodni d, then of commodity B tthich 

produce has to be f»"Son' 

is thus foregone is, in a sense, t^ ^t P product 

11111 u called opportunity cost ..\»ich could lx produced 

,s the quantity of the alternat.se 'V"“ ” if a fmmer has 

With the same quantui« of f*”®” and produces wheat, the 

a choice of producing cither ® ^ b.arlw which could he 

cost ofultea. prodnred "^^t S' “■ ■■ 
produced instead Tlic concept FH instance, make 

m economic anal)-si$ m j J respect of costs of a firm, 

use of .1 in stud) mg the fact S the producer mmi 

importance of at least at the rates which Ihev 

r.:i'd'?rrre'prufM..o bes. altertsanve pr^uc. 

iIrPhn,aad,.,,h,.. r»b 

for factors purc^ or hired from ojers These p^sn-^ i- 
called paid^ut costs or e^phat costs For asd=?-J 

h> him, he has not to make any payrncnls to ansbodi Bc^ jans--' 
which arc due on account of these factors at market raw a- 
•vU the same lor. if the producer did not rapW lb« 
he could hire them out at the market rates Bv Lsifij 
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himself he foregoes these earnings. Hence they represent costs which 
are called implicit costs. In computing the cost of production of a 
firm we take into account both the explicit as well as implicit costs. 
Implicit costs include rent of land and interest on investment 
subscribed by the producer, wages for the services of the members 
of his family, and his salarj' for management. The last item is the 
amount of money which he could earn as an employed manager. If 
it is a corporation, interest on share money should be considered as 
an item in implicit costs rather than as a part of prohts. 

Assumptions behind cost curves. We know that there is not one Ihed 
proportion in which factom must be combined to produce any given- 
output. For ever\ size of the output there are a numbei of such 
combinations. In tracing the cost curve of a firm, we assume that 
the producer employs the combination which costs him the least. 
In our iso-product cuit e analysis we have seen that even the least-cost 
combination for any output is not a fixed one. It changes with 
changes in the prices of factors. If labour becomes cheaper, a 
new combination using more labour and less of other factors becomes 
least-cost combination. Similarly, if land becomes cheaper, com- 
bination with more of land w'ould be preferred. Given, however, 
the prices of factors, there is only one least-cost combination for^ every 
output In the discussion of costs of a firm w e take market prices of 
factors as given. 

In estimating the costs of a firm we also assume knosvlcdge of 
techniques as given. This of course means that new inventions do not 
take place. But it does not imply that there is only one method of 
production — one kind of machines, tools, and only one technique • 
known to the producer. There arc a number of methods known to 
him. For a given output, there is generally only one method which is 
the least-cost method. When the size of the output is changed, a 
new method may be used. This method w'as already known but 
w'as not used because it was not suitable for the other size of the 
output. 

Inclusion of normal profit. That in the cost of a firm wages and 
and salaries, interest and depreciation charges, hire for furniture, etc. 
and rent for the land and building, should be included — is agreed 
on all Iiands. Economists, however, also include in costs what they 
call normal profit. Normal profit is defined as the level of profit 
at which neither the existing firms have a tendency to leave nor nevv 
firms to enter the industry. Levels of normal profit arc different 
for different industries. \Vherc initial investments are large or where 
it is otherwise difficult to enter the industry or where the trade is 
not considered respectable, normal level of profit is high and vice v'Tsn. 
In industries where risks and hazards arc similar, noimal profits arc 
equal. 

Total, averag" and marginal costs. It is self-evident that total cost 
output is a function of the output. As output is increased, total 

aUo increases. A total cost curve will, tlicrcfore, invariably slope 
>vards to the right. 
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In Ihc dtlcrmmauon orpric*and output u t arc more 
trail aterage cott and margiml cost 11100 terms “ ft? S,,, 
the usual sra> At erage cost is total cost ’'‘'''’J''' ““' 1 ’“* 

VLitgmal cMt is the diBctcncc made to the total cost iC the amount 
trcxlucrtl \s K<luccd (or mcreiscd) bj one unit 

Tlic poiitions of average and marginal cost curves depend, 
among other facton, on the period of time under wnsidcrauon^ 
In this respect a distinction is made between short period 
and ' long period ’ As u »s the short period whidi presents 
special prohlcms, the mcming and implica-itions of it may be 
exanuned first 


Short Period 

D feline e/tlerl ,inod Let us slatl ivith a posiuon tvhcrc a 
a firm is fully using its plant Now suppose the demand increases 
Output can be increased only by increasing the productive capacity 
I / , by putting up more plants or a bigger plant The producer, 
will not— in fart he cannol—immcdiatcly adjust the productive capacity 
to inCTcased demand Tie v> ill first try to ascertain w hether the increase 
m demand u of a temporary or a permanent char icter In case he finds 
that the mcreasr tn demand is going to $u> he will make plans for 
expaiwmn put up orders for new plants, receiv ed them and instal them 
Am this lakes time Simtlatly if the demand fall*, he Vvill not reduce 
hi productive capacity imimdiaiely He will take some time in 
tracing the facton which have led to this decrease in demand If 
he finds that the decrease is due to factors which are not temporary, 
he will think of tnlucing the productive capacity He may dispose 
of Im plant as scrap or otherwise, or he may not replace the plant ns 
It wean out Tie adopts the counc which involves least loss But all 
ihu, again, ukes time 

There is thus a period which elapses lictween a change m 
demand and adjustment of productive capacity to it Dunng 
this wicid productive capaaty may be laVfn as given This period 
IS called the short period During ihis perioil output can be varied 
Within limits The capauty of ihe eai'Ung plant seu the upper limit 
to the sire of output TNithm this limit, the actual output may l>e 
mote or less. During the short period it is the productive capacity 
and not the output whidi is constant. 

Fiuie'idttno^lftef't TTie costs of a firm during the short period 
may l,e divwW Into two categories. First, there are costs which are 
tl ^ same whatever the sire of the output * Tliese are called fuetl 
«e« or supydrmentary ens's ^m'^litnes they me alv> called 
overbeal ctnu m invaiiable costs Costs which change wiih the 
o'ltj'^il iff called prune Costs or vsrulde- cost Interest tm invTstireni, 
rent of the btn'ditig salaries <4 the staff on tontfct, and irisrrancr 
p*rt«iA are W of fixed costt On the ot Vr harwj, emt of raw 
irate* al 4*d rgrl, wear U read nery In ih^pixlucuvr jjiivcess, ton 
!f»~iwef, vajet cf otirrrj UUror, a r varUl h- emts. 


I Of ewcTH a 


ti* ftrvl te-»oar ti* biitan. 

wrn.liew cotinae.^ s»U<«m>e 


Oa ibe 


Osaa tS» *» ra’WiCiie tJ 

IHVr hasd. er«ACrc<«l;^(ra4iH 
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jnii contracts witli 
In their ease the short 


Fi»d CO.B do not var>- in the short f “the 

dsrSn“?r t 

sources arc fixed, no costs can be fixed. T,criod? It 

./ .ht si.„ p,M tnsSStir Thete 

depends upon the nature of the j are very small because 

4. be in*dnstms in tvht* ate ter short 

few' machines are used and con ^ ],and. 

duration. Here short period is very f f- 
huge investment in machinery, etc. and long 
specialists may be essential for some industries 
period is sufficiently long. 

Short Period Cost Curves 

1. Total Cost Curve. Total cost of a firmjnjm 
for any given output >s mtalfecd cost is the same whatever 

r :ut;s,\rrtai 

Total cost, therefore, rises with an inaeasc in th p 

Can we say at what rate the "!^tSL?rcomX ot’ 
output increases? We know' that with fixed P .Lj Actors w'hich 
fixed resources) there will be some quantities oI ‘ Sties of 

shall prove rather too small M 

variable factors increase, efficicnct' cannot "o on. A point 

cost rises less than proportionately. But thw ca ^ and total 
will be reached w'hcn diminishing returns begin P - In. 

variable cost will begin to increase more ban P P . y^j-jablc- 
other words, as output increases, up o P , point it 

cost increases at a diminishing mte an > narlonec uo to a 
increases at an increasing rate. cost curve wiU 

be concave and beyond that 
point it will be convex towards 
the x-aids (show'ing output). 

For every output, difference 
between total cost and tota 
variable cost must be equal to 

total fixed cost. As total fixed cost 

is the same for every output, 
the total cost curve throughout 
its length w'ill lie above the 
total variable cost curv'c and at 
every point the distance between 
the two curves will equal total 
fixed cost. 



TFC 


OUTPUT 
Fig. 14- 1 

TFC — -Total* Fixed Cost. 
TVe — Total Variable Cost. 
—Total Cost. 
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All ihe above features arc clcarlj brought out m the above 
diagram 

2 Average total ml cune Average total cost for anv given 
output IS the sum of average fixed cost and average vanablc cost for 
that output Since total fixed cost is the same for all outputs, average 
fixed cost falls as the output increases It vnll, however, never be 
zero Average fixed cost curve slopes downward to the right throughout 
Its length but never intersects the x axis on which we show the size of 
the output 

Let us try to find out how average variable cost will vary as the 
output increases If there are only two factors of production, one 
being fixed and the other variable, we know that average product 
of the variable factor wall increase up to a point and then it will fab 
In other words, average variable cost will fall up toa point and afier 
dial U wnll go on rising This pnnaple can be extend to more factors, 
Tlierc i«,on the one hand, a complex of fixed factors, and on tlic otbcr» 
a complex of vanablc Factors As more and more units of ‘complex 
of variable factors arc applied, average variable cost falls toa minimum 
and then tt rises upw ards The following table brings this out clcarl) ^ 

TABLE H-a 


Size of the 

TFC 

TVe 

TC 

AFC 

AVC 

ATC 

Output 

(units) 

1 

(Rs) 

(Rs) 

(Bs) 

(Rs) 

(Rs) 

(Rs) 

200 

50 

250 

200 

50 

230 

2 

200 

80 

280 

100 

40 

140 

3 

200 

too 

300 

66 6 

33 3 

100 

4 

200 

UO 

310 

50 

27 5 

77 5. 

5 

200 

115 

315 

40 

23 

63 

6 

200 

125 

325 

33 3 

21 

54 3 

7 

200 

HO 

340 

28 5 

20 

48 5 

8 

200 

184 

384 

25 

23 

48 

9 

200 

270 

470 

22 2 

30 

52 2 

10 

200 

350 

550 

20 

35 

55 


TFC— Total fixed ccct TVC— Tatol variable cost. 

TO— Total cost AFC — Average fixed cost 

AVC— Average Variable coat ATC— Average total cost 

The conclusion here is that a typical avenge variable cost curve 
13 U shaped In the miisal stages it slopes downward to the right 
till a point where AVC xsthexmnimum After this point the curve 
slopes up\^■l^dv 

The average total cost curve is also fZ-sbaped This can easily 
be argued As output increases, m the initial stages AFC and the 
AVC fall '>» the ATC falls A point comes when AVC begins. 
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to rise. For some time ATC may still continue to fall as fall in 
AFC may outweigh the rise in A VC (In our table above, tliis 
happens as our producer increases liis outputfrom seven units to eight.) 
"But it svili be be noted that as output goes on increasing, AFC falls 
at a diminishing rate while AVC rises at an increasing rate. Soon 
ATC begins to rise. 

3. Marginal Cost Curve. When an additional unit is produced, 
only variable costs increase. Additional costs involved are, therefore, 
the additional variable costs. When we define marginal cost as a 
change in total cost when output is changed by one unit, it would make 
no difference if we just found out the change in variable costs only. 
Marginal cost for any output in tlie short period is thus independent 
of fixed costs. 

For instance, in the table above marginal cost for an output of 
five units as read from the column TC is (326-315) eleven. 
Read from the column TVG also it is (126-115), eleven. 
Similar is the case with all levels of output which can easily be verified. 

A typical short-run marginal cost curve is also L'-shaped. 
While discussing above the relation between changes in output and 
changes in total variable cost, wc have seen that to begin with total 
variable cost increases at a diminishing rate and after a point it increases 
at an increasing rate. We concluded from this that for some distance 
total variable cost curve is concave, which means that additional cost 
due to a unit is less than the same for the preceding unit, i.e., the 
marginal cost falls. 'When, on the one hand, the cur\'e is convex, 
addirional cost due to a unit is higher than the same for the preceding 
unit, or the marginal cost rises. All this means that marginal cost 
curve falls up to a point and then it slopes upwards. 


4. InUrreiaiionships. Interrelation of the various cost curves 
and also the relation between average cost curves on the one hand 

and marginal cost curr'C, on 
Y the other, can be explained 

V with the help of the accom- 

MC panying diagram. 

''‘X. curve slopes down- 

^ s. ^ ^ . YQ ward to the right throughout 

g length. AVC curve, ATC 

curve, and MC curve, arc all 
f/'shaped. 

- ' MC curve is marginal both 

~ to AVC and ATC curves. 

" Relation between jV/f7 curve 

Oi- !_ ‘on the one hand® and either 

^ of the two other cun’es, 

CUTPl/7 on the other, is the usual 

Fig. H-2. marginal-average relation. 


oth arc slontnrr ^ ^ take AfC and AVC. 

loping dowmvard up to the output OAf. After that A/C 
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Iwgins to use but AVC is suU {aUing MC intersects A\C, where 
the latter IS at Its nummum Then both ^fC and il^C slope uptvards 
When AVC is falling, i\/Ches below ylKC When, ho\\e\er,^lCnscs 
k upwards, lies above it Quite sunilar is the relation between 
■^fC and ATC 

If total fixed cost clianges, AFC and A TC will change but A]C 
and AIC will remain the same In the new set up, ATC will take sucli 
a posiuon that AIC sull intersects it at its loivest point 

In traang the various short period curves we have assumed that 
as the firm increases its output and larger quantities of s'anable factors 
are used, prices of these factors do not change Tlus assumption holds 
good if Uicre is perfect compcuiion in the market for factors Other* 
Nvisc there are two possibilities As a producer purchases larger 
quantities at factors, they have to be attracted from other producers 
by ofTering higher prices In sucli a case the three curves 
A\C, AfC) will first fall less steeply and then nse more steeply 
Tlie other possibility is that, aa sellers purchase larger quantities of 
factors, they get them cheaper In iliat case the three curves will 
first fall more steeply and then rise less steeply AFC is, however, 
not afleeicd by such changes 

\Vhen the output is OM, average total cost is at 
Its minimum With this output, efiiciency of the plant u at its 
highest Thu size of the output is called “optimum output” 
of the given scale of plant Tbe fact that with this output average 
total cost u at its lowest does not mean that this u the output of 
maximum profit Profit depends not only on cost but also on pace 
0 U is minimum cost output, but not necessarily the maxunum 
profit output 


Long Period Cost Curves 

In the long period there is time enough to adjust productive 
capaaty to demand, r e , to lostal nesv plants or to get rid of old plants 
through wcar-out or otherwise Distinction between fixed cost and 
variable cost disappears The only two curves relevant to study arc 
a\-CTagc (total) cost and margmal cost curves 

1 Average cost tune In the short penod, plant is of a fixed 
size and any output which is to be produced must be produced 
with this plant In the long run, by assumption, e\Tn the plant 
can be changed For c\ery output the producer will base lo make 
A choice from among diflcrcnt plants and he will clioose that which 
produces that output at the lowest cost Every plant is more JiuiabJc 
than others for a given range of output IfVvcdraw average cost 
curves for different pUnU, that portion of cacli which represents sucli 
A range of its output (which it can produce cheaper than other 
planu) forms a part of the average cost curve Exaimne, 

for instance, the following diagram 
12 
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There are three plants — call them x,y^ SACj SAC. and SACs, 

are respectively' their average 
Y cost cur\'es. It can he seen 

from the diagram that plant 
X is more suited than plnatj 
for producing output OiS-Tj- 
But plant _> is more suited 
than X for Odfj. Plant z ^"18 
produce OMi cheaper thanj" 
while the latter ttill produce 
OAI. at a lower cost, Tlic 
dotted portions of the three 
SAC curves are irrelevant 
during the long pem^ 
because the producer vtH 
rather change the plant tnan 
Fig. 14‘3. operate on those portions. 

Obviously, then, the thick portions of the three curves constitute the 
long-run average cost curve which may be called LAC. 



We have drawn curves for only three scales of plant. The 
LAC consists of three scallops. It is wa^-y. In fact there are a large 
number of possible scales of plant — larger and smaller, of higher 
technological quality and lower, etc., etc. The larger the number of 
scales of plants accessible to the producer. less marked will be the wavx- 
ness of the curve LAC. The curve will be absolutely smooth if the 
factors of production are infinitely divisible so that there is a separate 
plant (aggregate of factors) suitable for each output. 


’iS'hai s'.ill be the shape of a typical LAC. We know that as the 
firm becomes larger, there are economics of scale resulting from 
indivisibility of factors, extension in speciaiisatioa, greater possibility 
of technological choice and so on. As a result of these economies, 
cost per unit of output diminishes as the size of the output increases. 
Economies, henvever, have their limits. And beyond a point dis- 
economies outweigh the economies. Cost per unit of output bejpns 
to rhe. An LAC, therefore, slopes downwards m the initial stages 
hut after a point slopes upvmrds. It is a C/'-shaped curve. 

A smooth AdChas been called an “envelope” on the ground lltat 
It is to the short-run average cost curves what an envelope is to the 
letter that it covers. It may, however, benoted that unlike an envelope, 
an LAC h not separate from short-run average cost curves. It consist; 
o*' the rele-.v-nt portions of these curves. To quote Professor Chamber- 
lin: “It i> compo-^ed of plant curves: it is the plant curves,”* To avoid 
this misunderstanding it is better to call it a planning curve. 


Adjustment in the 'cale of plant can be done in the long run 
hut not in the short period, nierc may, thus, te economies which 
are availabi- in tixn long run hut wiiich are not available in the short 

1 Of p. 235. 
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Tun On the other hand, all economies which are available m the 
short Tun are also available in the long run Suppose, for instance, 
the producer lias for some time been produang output OM^ 
{Tig 14 3) with the plant Further suppose that now he has to 
produce 0\I^ In the short period the only way open to hint is to 
produce this amount wiili the plant at an average costofPl/^ In 
the long run lie can replace it by plant z and produce OAlt at 
an average cost of R a course which cannot be adopted in the 
short period The L^tC maj, ihcrtfore, he below any given short 
period average cost curve for many outputs Etery point on LAC 
must coincide with a point on one of the short period curves But 
no portion of ihc 2..4Ccan he above any portion of any In other 

words, LAC can never interscr* an SAC 

The LAC curve is the locus of the points of least possible costs 
per unit of various outputs during long period Some writers have 
idciiulicd this curve wnth the locus of minima points of SAC curves 
According to them LAC curve is tmgenual to all SAC curves at their 
minima points This is incorrect 

It IS possible for an LAC curve to be tangenual to all SAC curves 
This will happen when facton of producuoa arc perfectly divisible 
so that for every output 
there is a separate plant 
Tliete Will then be a \ cry 
large number of •S'^C 
curves In such a case 
every plant will be more 
suitable than others for 
only one sue of the out 
put In other words, 
on every S^C/:uTve there 
will be only one point 
which will fall on LAC 
curve Thus LAC curve 
wtU touch every SilCeurve 
onlv on one point This, 
however does not mean 
that L^C curve will be tangential to54CcurvTS at the latter’s minima 
points In fact LAC curvx will touch only one S^IC curve at the 
latter’s minima point This WCcurve is the one whose minima point 
ewnadcs with the minima pojil of LAC curve In oiher cases the 
ilC curve will coincide with either a point on the falling portion 
or With a point on the rising portion of the curve This is evident 
from Tig 4 

Point P IS the minima point of both LAC as well as SAC* 
Tor outputs less than 0\l, the kmcat long period costs occur on 
the falling portions of SAC curvx*. For output* larger tlian O If, 
lowest long period costs occur on the roing portions of the SAC 
curves 
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rcoKoinc theorv 

2. , Marginal Cost Curve. sbo 

The onlv difference is tiiat 
in the short run (sin^) 
chance in total variable cost 
divided by (small) change 
in output gives the marginal 

cost. In the long run, the 

disunciion beuscen - 
cost and vanablc emt 
disappears. In the long j 
therefore, marginal i 

difference made to the tota 

OUTPUT .^.-hcn a unit “‘tttge is 

1 . 1 .S made in the output. t 

long-run marginal cost has 

curve. L.\!C hts helots UC Ofcninvc XAIC intersects 

above L.4C uhen the ^'Hiis is all showm in Fig- 

LAC at the lottesi point of the latter. 

above. 




CHAPTER XV 


PARTIAL EQUILIBRIUM UNDER PERFECT COMPETITION 
Meaning or ZQvtLisnivu 

D(fimtton Equilibrium is a state m which the net result of forces 
in operation is ml In this state the situation continues to be where 
It IS unless it is disturbed by the appearance of a new factor or the 
disappearance of an old factor Economic equilibrium is a state of 
active equihbnum, not an inert state It is not a state m which all 
forces have ceased to operate on the otherhand, it is the state m «hldi 
operative forces hold one another in balance 

Equilibrium has sometimes been defined as the state m the 
market in which amount demanded equals amount ofTered for sale 
This definition cannot be accepted for two reasons First, tt is not 
necessary that in a state of equiblmuni in the market, amount dermnded 
equals ameunt oHered for <ah Of courst amount purchased shrays 
equals amount actual)} sold But the seller or seller* may be prepared 
to sell more at the prevailing pnee If (hey sell the amount whidi 
they are selling and no more, it is because the buyers would not 
purthise more at sam^nee ’ Tliev can sell larger amounts only 
if Uiey lower tlie price Tne} conient ihcmsehes with the sale whicli 
they make because tlicy ate getting maximum profits imifrr tfn nr- 
cumilanft: If they could sell more at the same pnee, they would 
gladly do it‘ 

The second shortcoming of this definition « that it restricts the 
application of the term to situations in the market only In fact 
the term equilibrium is of a wider application and can lie usefully 
employed to describe situations id many other spheres For 


1 A* ve presenily >ee, • 

a tnonopolut peoducea and wib fcrrb 
an amouQl at hIu^ MCeAfR Jf 
MC acd MR rurv(9 are as shown 
In Fig 15 I he will produrc OM> If 
after ih'* point Q AR ncre lo run 
parallel to x-axis \1R would, m this 
part roinodrwiih II Then he would 
peodace 0\f| and not 0\f Under 
ihe gi\m Cireumsianm he produm 
O’^hand not OM, because he cannot 
srU mere ai the ptyse QVt Thus as 
the price Q.\t be would like to aell 
OMi though he IS forced lo sett O'f 
only bmuie be cannot sell rowc 
without reducing the pnee. 






. 1 substitution is an alien 
t ,dv' of "a consumet’s expenditure is in a 

• totice » inclined to shift any part of his 

’^i oS >S!cn l« i' item. A ptod™" 

^titc of cl'*' *"*?, * ^of hL resources ssiten marginnl 
state . f. fiom ^,i;ctiibutlon - ._ 1 . . 1 .,. ,„™ih ennmint of 


attempt to 


""^“r “?S. ”r“K r°eso re^r'ul'e'u margin"]. 

iulf . 5 

a laboiitor- ^ source . ^ Csamin'r exceeds disutdity of marginal 

‘J. on SSSS Xn “ marginal u.in.v of ean.mg 

hours SO Jo^jjjbrHi^ ^.j ..-ork. At this stage the svorker is 

'S'. ™" "" 

.^i rqmhbrmm. We are high!' interested m tlu 
r-rcrd ^ eouilibrium of a firm and of an ' 

, .^f con‘!'‘l'’ ’hint whvn the producer would stirk to the sire o 

in cq«’‘'^^hicimx and would neither increase nor rcdtic • 
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Sunp^%%t to ch=^^S<-- _ 

^ rtv of etniilibrium of .an industry is the study oi P**^“ 

'f*'‘^.eh!ium” or “partial equilibrium’’ as distinct from the * 
cti5«’f equilibrium ’’ v.hich refers to ilic 

of •'fl"''5f;:..tem as a wbolr. The latter presents m.my J ,he 

ec'^"”'nnt'tf 'Vliieh is the fart that there is no agrceinrnt 

' i-.artort*’.^. t, ,,,, ti... rvnef connotation of this term. I f - 


V.5 produced at tomiant cosLs and proms lau^ o, 
ro»’*^t!e other, v.lio think ofit as ablate in which past 
: a P^rfcetVnid" for the future andhente force-iMs . 

trniake Still others lin'd that it m-ans that tnul <’«>P 
_,-.eregite output .are in rqut’.ibnuin althnugh mdividua! **’ V\ c 

‘‘'t-h'restnnd «• TOi.tr.tet. Lastly, there are writers who 
'’'..'.'■nal Aiuinbrmm a” .i "(ate nt romprrliensive equilibnufft 
f' ’flf, f*, r.unii.g equililuiiim inrome; rvejs rm'umer nas 
''.ndib'imti o*' erp'nditnre nfhis iiiri^tnr-, esary firm -'nd u.fhntr> * 
irt rqm’d 'iem; stsjt.r and ins'-stnerit. iniew of rmr.iriooiue'-, . ' 
re*...!-!! fo: f..c'on of pt.-^lmtion. have ’"culrd at 
qti"'‘,idtr>t Jru-eb 'Pni’ 1 1't def.uiron ef the f oner p! h mo-t appr ' 
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" *1 .1 study of s'Kii >'i eq,j)i;hrjitir. viH s-i'ld^t'.n 
\n a di.it rs'Ts’hing rl'petjeh o’l e^eretliing t i'e anr> ! s • ’ 

da'ic’ r.f 'Utb. .a f’.tuvJoji tVf'' ssPi b'- a.- many rqe. m* 
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equilibrium price of an industry are ilius inicrdcpcndcnt In 
position of cqudibnum neither the output nor the price has any 
tendency to diangc 

Changes in the size of the output of one industry produce cliangcs 
m the quantities of factors available for other inaustries and hence 
their supply and cost conditions change Similarly, when output 
in one industry increases, tlcinand for substitutes of its product falls 
and die demand for its complements increases Thus conditions of 
demand and production in any industry are dependent on the con- 
ditions of demand and prtxluction iii many other tndustricj Not only 
that E'.cn the positions of the cost curve and demand curve of an 
industry are not independent of each other When producers spend 
more on adswisement, cost curve of the industry shifis upwards 
But, as a wuli of diese costs, demand is also likely to increase and 
the demand curve shifts to an upper position Similarly suppose 
the demand increases U the increase results from a shift of 
demand from those industries vvhidi arc using the same or Similar 
factors of production, some factors would lie released and the 
pneea ol the factors are not likely to rise On the oiher hand, if the 
shift ts from mdusiries which use different kinds of factors, cost curve 
of the industry would shift upwards because the prices of the factors 
used m this industry arc likely to rise Thus the demand and supply 
curves of an industry are interdependent and are also dependent on 
the demand and supply conditions in other industries 

Tor the study of "nariicular eqwilibniun ' the Industry tn 
question must lie isolaied from other industries It is assumed that 
condiDoos of production and demand in respect of the industry are 
independent of conditions of demand and supply in respect of other 
industries In ocher words, both demand and supply curves of the 
industry under study arc imicpcndent of such curves relating to oiiicr 
industries It IS also assumed that conditions ol its own demand and 
supply are independent of each other Tliat is, demand curve of 
the industry is assumed to be independent of ihe position of supply 
curve and eier verts 

Guinrso Motive for the Entbepreneur 
Unreal ajiiimption Pure theory has the liberty of building 
itself on any ‘el ol assumption, howsoever removed those assumptions 
may be from condilions ivliich obtain in Ihe real world VVe could, 
for instance, build a theory of production on the assumption tliat 
every producer endeavours to adjust his output to that point at which 
his profit equals the square of the distance of Ins home-town from 
Calcutta Such a theory would, apart frorr tlic abstract pleasure of 
killing time, be of lilUe use to any one 

The Projil motive Even of the considerations which are actually 
likely to weigh with produccM, it is not possible for us to take cogni- 
zance of all of ihem The motive vrfiidi is the * the most 

common is the profit motive No doubt ca v 
run on a no-profit-no-lovs baHS Philanthropists ^ 
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or services free or cheap to the poor people. Also, there are people 
who content themselves with less profit so as to liave more leisure. 
A vast majority of the producers arc, however, guided by the motive 
of earning maximum profit. We, therefore, assume that the guiding 
motive for ever)' entrepreneur is to maximise his profit. In making 
such an assumption we are in fact taking into account the greatest 
common measure from among the motives which are actually likely to 
guide producers in deciding upon the sizes of their respective outputs. 
And, also, profit is something which easily lends itself to measure- 
ment. Our basic principle then comes to be that ever^' entrepreneur 
will endeavour to produce sucit an amount of the product that the 
difference betw'ccu Ids total revenue and the total cost is maximum. 

In certain cases it is found that a producer can increase his 
profits by raising the price but he actually does not do so for various 
reasons. He may not raise the price because he fears that 
competitors might be attracted into tlie field by his high earnings. 
May be, that he thinks that if he raises the price, consumers’ resistance 
might develop and many of them might gradually take to substitutes. 
Necessity is the mother of invention and when a producer is charging 
high prices, new' products might be invented which serve as articles 
of use alternative to his product. Apart from all these, there is 
always the possibility that government takes over his works in the 
interest of the consumere. In all such cases the producer is at any 
time, undoubtedly earning profits lower than what he could at that 
time. This is, how'cver, a case tvhere the producer is al any time earning 
lower profits than the maximum, but he is doing so in his long-iam 
interest. He stops below the level of maximum profits at any time so 
as to earn maximum profits in die long run. 

It must be clearly understood that maximum profit is not 
necessarily sufficient profit. In other words, maximum profit may 
be higher or lower tlian, or even equal to, his normal profit — profit, 
which is just enough to retain the producer in trade. For example, 
suppose that Rs. 4,000 per year is a level of profit ivhich wall just 
induce a producer to stay on in an industry. Now, given the demand 
conditions of the market, he may increase his profit by clianging Ids 
tnethods^ of production, by eliminating wastes, and by varying the 
size of his output. But when he has attended to aU these factors and 
has taken all possible measures, his profit might stand at a level of 
Rs. 3,000/- per year. Any change in the methods or size of the 
output wll reduce his profit. Rs. 3,000 per annum is then 
the maximum profit which he can earn under the circumstances. 
But ^is niaximum profit is below’^ what he considers normal profit. 
He ivill quit the industry. 

~ the matter is that a producer, in spite of his best 

° Hught not he able to ry'ke anv profit at all. He might be 

^ coRSition of maximum profit implies, 

condition that if he is to suffer a loss, he will endeavour 
‘•-auce nis loss trv .. . , i 
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wii choose the most appropnatc output and yet til this may help 
lum Only to reduce his loss, since, for him, there may not be any 
chance to make an) profit under Ac orcumstanccs 

Thus, SD long ai a frm tlojt t« ike mdustiy, u will endeavour to 
produce sucit an output as yields maximum profit When such an 
tmount IS being produced, u will have no tendency to increase tt or 
reduce it It will b- in a state of equilibrium Hence equilibrium 
output of a firm is that whtch enables it to earn maximum piofil. 
under the ctreumtanees. 


It miy b' noted that the motive of maximum profit is not m 
an) manner dependent upon the structure of the market Whether 
the producer is a monopnhst, or he is selling m a perfectly compe- 
titiv' or an imp“rfectly competitive market, his endeavour is to pilch 
his profit to the highest level or faring down his losses to the mimmum 
EQ,inLiBRiuu or a Firm 

Eijunltty of \/C and MR We have shown that a firm is in 
equilibrium, that ts, the 
prtxlucer will not be inclined 
to change tiie size o( his 
output, when the profit 
IS maximum The condnion ^ 0 
of maximum profit is g 
rulfilled when the ompui 5 , 

IS such that marginal cost 
of firm equab marginal 5 
revenue Tins can easily ^ 
l>e shown with the liclp of P 
the accompanying diagram 
Marginal cost equals mar- 
ginal revenue when the 
output IS 0 M If the AMOUNT 

entrepreneur produces this 

amount, he earns a profit Fij 15 2 

represented by the area PQR Any output which is smaller or Jai^r 
than this yields profit which w less than PQR For imtance, 
if he reduces his output to, say, 0'f„ liu profit shrinks to P,Pi(lR' 
which is obviously less than PQR Similarly, if he increases liis 
output to OA/,. his profit IS smaller than PQR by the area P.P^'P 
Ifhe stops short ol the amount O V, he foregoes some profit which lie 
can earn by producing a little more Beyond the point P the 

2 When the eutputnOM, Total revenue =OMPQ. 

Total cwt =0'tPR 



With the output OM,, 


TnBt sOMPQ,-OMPR=PQR 

Total wenuesiOSt,P,'Q. 

Total e©« =0\l,P,'R 

Pt»6t s=0\I,P 'Q:-0,hlPiR 

sP,r,'QR 
s=PQR— PP,Pi' 


(eoWoiw/ tn next 



ECOKOMIC THEORY 


i86 

marginal cost cunx lies above the marginal revenue curtx. Any 
quantity additional to Oyj earns a negative profit because tlie cost 
of this additional amount is higher than the revenue yielded by it. 

The principle that a firm is in equilibrium when its mar^nal 
cost equals marginal revenue liolds good Irodt for the short period 
as vrcll as the long period. 'Whether tlie period be short or long, 
the producer must endeavour to maximise his profit or minimise 
his loss. .\nd this he can do by adjusting his output to the level 
where marginal cost and marginal revenue arc equal. Of course 
one important difference remains. Wc have already seen that cost 
curv'cs relevant to the short period are different from cost cuivcs 
relevant to the long run. In the short period it is the marginal cost 
curve of the plant which is relcs'ant. In the long run the restriction 
of fixity of plant disappears and marginal cost curv'c for such a period 
is the cuive which is marginal to the planning curve. 

^Ve have already seen that, under conditions of perfect compcti- 
oion, marginal rei-cnue curve of a firm coincides with its average 
revenue curve. That is, in such conditions, for every amoimt mar^nal 
revenue equals price. When the firm is, therefore, in equilibrium, 
its marginal cost equals both its marginal res-enue as well as price. 



^2-Fig. 15-3. 15.4_ 

In imperyet TOmpetition (or monopoly) marginal revenue curve lip 
below »-crage rev’cnue curve. Hence in equilibrium of a firm m 

And when the output is OM«* 

Total revenne=OMo P..Q, 

Total cost =O.M;p„''R 

Profit =0.\I.' p;q.-OM 2 Pi ^ 

=FQR-PP»P„' 
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•5uch T cvse raaipml cost equals mai^il revenue but stands below 
price Fig 15 3 represents equilibnum position of a firm in perfect 
competmon OM is the cquiUbnum amount Marginal cost, 
marginal revenue, and price, all are equal to Pit Fig 15 4 re- 
presents the position m the case of imperfect competition (or mono- 
poly) Here again equilibrium amount ts O M Marginal cost and 
marginal revenue, both stand at the level PM, but the price is 

which is higher ihan marginal cost 

/rii^rreflioB by marginal cost aine from itlow Tlie amount which 
equalises marginal cost and 
marginal revenue is an 
■equilibrium amount only 
when aiiothei condition ts 
fulfilled It IS that beyond 
this amount marginal cost 
<urve lies above the marginal 
revenue curve If beyond 
tius amount marginal cost 
curve lies below the mtrgiml 
revenue curve the position 
» not one of equilibrium 
though It appean to be one 
Such a situation, for example, 
appears m perfect compveti 
lion when the firm ui queruon 
IS enjoying the benefit of 
diminishing costs as a result of internal economies In Fig 15 S 
marginal cost curve is sloping dowaiwards because of internal econo- 
mies With the output 0 \f, marginal ccat equals marginal mctiue, 
but rather than being an output yielding maximum profit, it represents 
a position of maximum loxs Lots can he reduced aud converted into 
profit by increasing the output But the whole povibon is untenable 
nie firm in question will go on expanding its output because every 
additional quantity brings in addiiional profit One of the two things 
must happen The economies may exliaust themselves and the 
dueconoinies oiTrtalc them »o that the marginal cost airve ultimately 
liegms lo slope upwards It will Uicn Inlmect ihe marginal revmiie 
curve again Tins oUier point of inierveciion then represents the 
pouiion of eauibbrium The other poisibiUty is that the firm goes 
on expanding till a position » reached where it comes to produce 
a substanti il proportion of the toltl output of the industry Any 
variatnMj in ns output, then, will influence the pnre in ihe marVet 
Marginal revenue curve will then slope downwards and competi- 
uowwidl, tva be rc.dect. ctnnpeutwm and internal 

economies are thus incompatiUc ruhrr the efo-omies must 
suon csdiaust themselves so that the marginal emt curve scopes 
iipvi-ardj, or, competition cesses to be pmeci and the marginal 
revenue curve jli^ics downwards rather thm running parallel to 
the X axis 
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Internal economies 

competition or monopoly. Here Marginal cost 

r-yrnTf* mav also, 



Fig. 15.6. 


cui-s'e may also, 
relevant portion, ? 

dovs-nward Z 

Fic. 15.6 OM IS tlie 

equilibrium 

because to the left of ^ 
marginal revenue _ 

Ues ^ above the mar^na^. 
cost curs'c, so 
represents profit. _ 
right of P, marginal cost 

c^T^T lies above the maryna^ 

revenue curs'C, so that a y 
imsion in the output beyond 
OM will reduce protit. 


Equilibrium of an Industry 

Sources of variation in output. An ^ no tendency' 

it is producing an equilibrium output sources of varia- 

for its output to increase or decrease. T1 ^ change in the out- 

tions in the size of the output of an industry , -r 


tions in the size of the output ol an ^hc number of firrns- 

puts of existing firms, and, secondly, a chang , the size of its 
Of coume a combination of both these will also change 

output. 

Conditions of equilibrium. Ob^ou^', then,^ * o^'c.Sng ^ S 
tions for the equilibrium of an mdustry. tjently implies that 

inclined to vary its output. This j .^vords, one 

every firm in the industry is “ everv firm is^ 

condition for the equilibrium of an indusg marc^inal cost to hs 
producing such an amount as cquahses o 

marginal revenue. 

The second condition is that there is neither any iaduom^Sj 
new firms to enter the industry, nor is them any reas^ 
firms to leave the industry. If eucry to believe 

profits above normal, there will be re^on for new firms 

Siat they would be able to cam normal profits i^hey enter 

There ski be a tendency' for the number f ^^rnkn Ae industry- 
the other hand, if profits earned by some o number 

are below normal, they will be forced to quit the field, i fie n 
or firms thus tend to diniinish, 

Full equilibrium — equilibrium for cveryfirrn as w eU ^ 

Justry as a whole — will have been attained when 1 ' c any' 

cost equals marginal revenue and when neimer 
’ "cb is earning profits below normal nor are all the fi 
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profits above normal ® We will now stud)' the implication of these 
conditions in different arcumstanccs 

Short run Compeittiv* Equilisrium 

Identical cost curves We first take up a perfectly competitive 
market The period under study u sliort-ruQ We may start here wih 
a situation m v»hich all firms 
have identical cost curves 
Tins means that all factors 
of p’oduction, including 
entrepreneurship, have per- 
fectly clastic supply, so that 
any number of identical units 
of them are available at 
existing prices In Fig 15 7, 
ytCandAfC arc respectively 
the average and marginal cost 
curves of every firm in 
the industT) Suppose the 
price IS OP PQ, will be 
the average as well as 
marginal revenue curve 
Xvetv firm will be producing an output OM, because this quantity 
equalises marginal cost and marginal revesue Inadenily, it also 
equalises average cost and average revenue, so that every firm w ill 
be earning nennal profit 

Now suppose that the price is OP, P,P is then the average- 
marmnal revenue curve Every firm will be produang an output 
O^Il Marginal cost and marginal revenue wall be equal But every 
firm will be earmng a profit higher than normal profit by PjPLjV, 
Will Uicn the industry expand^ The period under consideration 
being short-run, expansion is not possible For, by definition, short 
pen^ IS the period whicli docs Dot permit of any adjustment of scale 
of plants nor insulment of new plants 

Similarly, if price is OP*, P,S will be ilie average-marginal revenue 
curve Firms will be earing profits below normal hla> be evrn 
tliat they are all making losses Yet the existing plants cannot be 
be scrapped Does it then mean that in the short run producers 
will continue production, howsoever low the price might fall ’ 
The answer is, no ? 


3 The reader roust note that we have taken a great cart in slating itv 
second condition Mrs. Itohinson gtve* the double condition oT MCasMK 
and ACssAR We shall presently see that the second conditton of 
iVC=AR holds good v.hen all Grins have identical cost curv« If difTcnrat 
Grms have difTcnrnt cost curvet, those with lower cost will be earning si^r- 
Bormat proGts even in position offuU equd bmim Ii u only the marginal nmu 
which will be earningjusc the normal proGta Of course if we include rent in 
cost, the condiDon AC^siAR wdl Md good la ike ease of every firm 
However we postpone the disciuaioa thu method of approach to the 
chapter on rest 
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To «« tie "*»'■' 'Yn'the *ort period 

J° S^^overttge eemab!. cos. ,o be bo™. 

r."bio^c^“si- 

S.?S“.»pio-e.*- 

b!e factors if onl^ tb ^ , 

plovment at least » ^ 

Lmv.-av. Hence m the sh^ 
pnce might 

susod bdosv average 
So long as,., som^ato 

avcyge vaoabk 
producer - araount 

produang sucn j_ 

Tts- 15 -S- 2t v.-hich 

couah marginal re'.-mue. ^5 8 ’ Ot" marfe 

c<it, production be stopped Iti tn,. 

lev-el beiov.- v.hich price cannot fall. ^ :^theshort 

rrTirhin^'T Tv.'o concIusions follov.’ froiTi abo\ c. earn 

roaSfjS IrbS^ay bi^" “ SSSStSlaSo 

bumper ^noSts. But the pnee supernon^l 

variable cost. The producers .^S^ Sheb los^ cannot e-^c^ 
profits. They might even incur Ic^es, ^pt their io ^ 

total fixed cost. The second conclusion is mat sh Of course, 

in vhich full cquilibri-um is rather a rare phenomenon. 
one condition of such an «lohibnum, that fbrevcrv mm < 

cm.L.m>rsiaal.cv»cc,bMfiM. »“> *c 'cco^ S?S“c bclo.< 

MHM. AU fmni may be camag •« 

notmal and vet dm forces at work would no, heve tim 
iiiag about ka adjustment in the number of firms. 

Bt^nerJ. ctsi tvrt'S. I-ct us now come 
situation; namely, that various Ptoductm bav^ d^tc^ n. ^ ,, 

i/u us luruose that this is so on account ol diflt-r .. .-a,, (be fut^ 

^.^«r‘cmrcprcr.mrs. It would be >tistrucm.-e to dmd 
|-!to fm:r categories-/!, B, C, and iD-whose ponttons a.c -B 
the foilowir-g CivrvCf ; 
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In the above diagrams, AC is the average cost curve, and MC 
the mai^mal cost curve AVC » the average variable cost curve. 
PP shows the price and, hence, represents both average as well as 
marginal revenue curve 

Firms of category A will be earning supernormal profits \fC 
intersects PP at p Hence OM is the output and Q/iI the average 
cost, pQ, measures supernormal profit per unit of output 

In the case of a firm of category B, equilibrium output is such as. 
equalises not only marginal cost, but also average cost, with puce 
In this case profit will be just normal 

For a firm of category C, marginal cost equals marginal revenue 
when output is OM But with this output average cost is QA/ while 
average revenue is pM Profits are thus below normal, or, may be, 
that there is a loss But price is higher than RM, die average variable 
cost Hence the firm will conunue to produce 

For firms tn category D mai^nal cost equals marginal revenue 
when output is QM But wath this output price is lower than not oi 1> 
average total cost but even average variable cost Hence firms in 
this category will stop production 

Contlmon The general nature of conclusions even in tlav 
MtuaUon w no different Firms may earn supernormal, normal, 
or sub>normal profits, or may even suffer losses Those nrins will not 
produce in whose case price is below minimum average variable 
cost Firms which continue to produce v«U equate their maranal 
cost to marginal revenue Conditions of fu 1 eqiuLbnum are unlikely 
to be reached because the penod is short and instalment of new plants 
or scrapping of old plants is ruled out 

Long run CosirETmvE EquiudriCm 
^Ve continue to consider a perfectly competitive market but the 
period under consideration » long-run All 

possible Producers in the industry can vary their oulpuUnotTOb W 
technological changes m the utilization of existing plants but also by 
adding n?w plants w replacing or ^ppmg the ewsung J ^ew 
producers c^n enter the field and old ones 

curve of every firm will be its relevant average cost curve and the 
curve margmal to it is the relevant marginal cost curve 

IdcnUcd cost curves Here also « would U comcmem to 
consider a situation where all an output winch 

position of equilibrium, every firmwallbe proauang u.' „„,i 
can givehun^ maximum profit and max.rnum wal^ 

Mttml profit !n'>llirrwd.,avtn>geimtOnd g 

lie equal to average revenue or price It the p , . i. j 

.1 a.5„ (or "Or..aI,^b« c to » '^^,7 " 

to increase (or decrease) Thus, m this ca.v, 
of equilibrium comes to be 

MargtoaJeort - Ma'EiP*" 

and Average cost *“ Average revenue 
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For fulfilment of this double condition, it is essential that the 
-average revenue curve is tangential to the average cost curve at the 
latter’s minima point. For, it cannot be otherwise. If the 



Fig. 15-10 

average revenue curve lies throughout its length below the average 
•cost curve, as in Fig. A above, every size of the output will yield profits 
less than normal. When the output is OM, average cost and marginal 
revenue arc equal but price is less than average cost which means 
profit is below normal. On die other hand, if the average revenue 
curve lies diroughout its length above the average cost curve, as shotra 
in Fig. B, profits \vill for every output be above normal. Ever>' 
■cxisung firm will be in equilibrium with an output OM but the industry 
-will not be in equilibrium because there tvill be a tendency for new 
:£rms to enter the field. Even if the average cost curve is placed as 
sho^vn in Fig. C, there can be no full equilibrium. Equilibrium output 
for every firm Avill be OM which -will yield sub-normal profit and hence 
some films will have to quit the industry. 

As wc are assuming conditions of perfect competition, for every 
firm marginal revenue and average revenue are equal for all outputs. 
•Our conditions of equilibrium being that the former is equal to marginal 
cost and the latter to average cost, these two conditions become what 
has been called a double equation; viz. 

Marginal cost=Averagc cost5=Maiginal revenue= Average revenue. 

Position qf equilibrium. Wc know that mar^nal-cum-avcragc 
revenue curve for every firm runs parallel to the v-axis. We also 
know now that the average revenue curve must touch the average 
•cost curve at its minim.'i point. Lasdy, wc know' that the marginal 
•cost curve intersects the average cost curve at the latter’s lowest 
point. Hence in equilibrium the position of every firm ssoll be as 
shown in Fig. 15.11. OM is the equilibrium output of every firm, 
tbccause it is this output which w'ill satisfy the double equation. 
Thus we come to the conclusion that in condition of perfect com- 
petition if all firms have identical cost curves, equilibrium w’ill be 
established in a position where in the case of cs'cry firm marginal 
cost as -ivell as average cost equals price. Every firm ssill then be 
■of the optimum size producing its output at the least average cost. 
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PM is tlie price and OM equilibrium amount in botli cases. Both 
the firms produce such an output that price equals marginal cost. 
In the case of the marginal firm, it also equals average cost. In the 
film, price PM is higher than the average cost 
^M. The area represents the excess of profit over normal. 

This supernormal profit is not neccssars- to keep the intra-marginal 
fcn Jn the indusuy. If pnee falls, this firm will continue to produce 
Ull It becomes the marginal firm. Then supernormal profit ssiil have 
disappeared. Supernormal profit is thus a veritable surplus. 
As WE shall sec in a subsequent chapter, this smphis has the nature 
ot rent. 



eiiAi^ii xvj 


MONOroLV 

lNT»ODfCTO»Y 

In monopoly, thrff ti only one pjoducer, ihcrtforr 
the tmni lirm And mdmtry *it ty-nonytitotn. l^juiUbrium of the 
InduslTN mean* only equiUlmuni ol ttw hmi A* *.e haw alreadv 
pomini out, liie pfinople, thM a firm u in equilibrium **hm it ri 
eanung masimum pi ofu, »* a* mudi appUcable In ihe r *»e of mmio- 
puly a* ^to any other o*e • We hat.r also iioinirtl oul tlut the 
n>£iRO]iolnt inav l>e in a potiiton to mereaie hu p*«>rii Iq mntr^ lie 
price, but tie may nntdnaofarfraf of ne*t eompelitim, pew m%critH*r*, 
eon*ur>rr» rnnUnrr, ami |;y\friimeni mtcrfemicr fn Owr «*n* 
ill' {>nteH«it{Tut hf\ of the moficq^ilnt, we Uill! rote cut 
thrre anil on ili' !u»»* ihat 1 ii am \ ,, to r\air nw'e 
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to change its producth'e capacity In the long run, 


its productire capacity, tn me j. - Quilibrium 

capacity is adjustable and. '•“f "S.“L^al cos’ tnnst l» 

wU be maximum profit, ivluch mean.- that ma g 


\\ ilA ^ i 

equal to raarginai revenue. 

The quration of ^^°'^^'P'^’^°‘^/^^*^erDe^^crcompetiuo_n. 
is more or less similar in naune to the sa nenod the monopolist 

The conclusions arc no different. J" ^ ‘ ^ for his product and, 
cannot alter the size of his plant. a the size of his output, but he 

hence, price stands high, he may "Jhis plant. He 

cannot increase it beyond the maiamu p ^ stands Ion's 

.«ii be earxung bumper profit. Si*nilarh - if de^^d 
his profit may fall veiy' low. May be that he h minimum 

! tvill, however, stop production if the price falls be 
. tdge variable’cosn He trill not let Ims losses cKceed^^^^^ 
cost. Full equilibrium m the sense of mon p ^ mre 

'^lesire to extend or reduce the scale of his plan 
■omenon in the short period. 


LoxGl^J^rpRlKmoTPCT Policy of a Moxopolist 


Revenue c!trv:s. IVhen the numficc ^ ^-SothcT 

monopolist does not differentiate hettveen mt-ier 

buyer, conditions of demand are sumlar _ +v,a enm of the demand ^ 
peket competition. Market demand is sum Hh 

Lrves of individual buyers. But. the denmnd ^ in perf«^ 

monopolist, is different from the one which faces a pro it 

■mpetition. If the monopolist changes the of Im ^u 

111 have a cognisable influence on the price. A la s revenue 

one only at a lower price. In other words, the ° so 

curve of the monopolist slopes dov.nwards to tn _ , .^.^th the 

does tlic marginal revenue curve which docs not com 
as-erage revenue curve but lies below it. average 

Choice between amount and price. Demand curve ^ given- 

revenue curve is the data wliich the monopolht has to t-jj-b v.'iU 

It is not in h'ls power to change it.= There is one , nrice, he 

be demanded at a given price. If he_ chooses to price, 

must rest content vdih the amount which can he so_ _,bich S^es 

Or, if he chooses the amount, he must accept the 

with it. For instance, consider the follot%'ing ta c. 


TABLE 16-a 


Price of Average Revenue 
(Rs.) 

2 

3 


Amount Demanded 

(units) 

300 
275 


other 




No«, nUirr In* mmt accrp* R.». 2 at j»r«T und »r’l 3D0 pr h** 
im% fix tlip jincc at U»- 3 ard Ijc ctmitrt v.jOi a ulr of 275 untt 
Tliut, V-c can U'^dc tipon either tho amourt oi ihr pnee of I own 
clioicr Ho carnot fix Iwth tnlutdntte \\«M Iv. ihm, fix a \ei> lurS 
pnee’ 


ef nuJi taf tni a 
ninnojjo’ut li jrt rnaximiv- Im 
iwofit If h<* fix'i a xcr> hii;H 
jwter, thcfo max l>r a Ur^ 
prr fit inarpin on ncr^ umt 
(lilt toul profit It tint a 
finctioo ol !«( fit tnarKtn 
«*nl> It It alv» a fonctirm 
of itiP luttioNTT U he fi*n 
a luidi prter, pT»»fit.niatr>n 
inat lie Unfe Init t«rnxt<et 
«fll truU *«ifnilarl» 
li ho rWiiJoi I » pr»!ucr a 

|jHr ajrvnjoj prur wiJl 

W low Hm xuixAn wi’l 
I'* Uije, Inii J•To''n fiiaijrn 
Mj’JKima!) lit! theTrf»fo, 
m>i necroan t‘iit he fixrx a 


nstgtr^' Tlie aim of the 



M 

a»*cv»T 

Tic Kt 
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price, condition of marginal cost being equal to marginal revenue 
is fulfilled, since both are zero. 

2. Next let us suppose that the oivner of the spring has to get 

it cleaned every wefc. He 
will then have to bear a fixed 
Cost which is independent 
of the size of the output, i.e., 
of tlie number of bottles of 
irater sold. Here even if 
one unit is produced, cost 
to be Isome is the same. In 
other words, beyond one 
unit marginal cost is zero, 
svhatever the amount pro- 
duced. Let us suppose that 
the fi-xed cost incurred is x. 
then — 

Profit=Total rev'enue— .v. 
» being a fixed quantity, profit 
Fig. 16-2. maximum when total 

, . revenue is ma.ximum, i.f., 

when marginal revenue equals zero. Once again at the equilibrium 
output, marginal cost and marginal revenue will both equal zero. 

3. Noiv suppose that the producer is somehow obliged to 
produce a fixed output 
though he is free to sell the ^ 
whole or a part of it. Once 
again he w& sell as much of 
it as gives him maximum 
xevmue, for his cost is once 
again a fixed factor. 

Let MR and AR be the 
taaiginal and average 
revenue curves. If the 
amount is more than 02il 
he will sell only OM and 
destroy the rest or use the 
baiancehimself, because with 
sale OM, his total revenue is 
^^aaximum. Butifthe amount Fig. J 6-3. 

L less than OM, he will sell the whole amount. For instance, suppose 
^e output is OMi- If he sells less than this, his tots! revenue, and 
hence profit, will decrease. So he must sell the whole of it. In this 
marginal revTnue and marginal cost cannot be equalised 
because the monopolist is not free to dedde tlie size of his output. 

- A' Now let us taJee the usual case where cost and output arc 
^ t\-pica! case which we have depictedin Hg- 16.1 
eqmlibrium marginal cost and marginal revenue will both he 




tqu:.Iaivlpos,mcandth=mon<^BtSpmr.tmllb.^ the h.ghett 

potiuvc It cettiM '* 


JiTgatlivc, othcTOtse he will 
quit the industry But it is 
conceivable that this ga 
iszero Thant, there IS a 
poiiihihty that the mono- 
Jolttt does itel 
sup-motmal profit but onl) 
nwinal ptofu In that r^e 

in posi.ton orequilibiium Mt 

on y will marginal cost 
“Lll marginal revenu^ 
but average cost will 

equal average revenue and 
the average rrsneue eune 
uall be tangentjal 10 dm 



AMoywT 

me o%c««s' , . Tig 

^^ia^e'e^dTu-rJ-as’^hnt 1,1 hig;04^ With 
Sn3’«v”'.S revToTe” qua'ra'I Btimbbtium rstahluhed but 
ihcte » »io monopolj ga'f* 


c n »io monopoij ga'f* 

£l«di<itt«/'''“*‘'*' '^^''j£S'Sw ordeinatid for 
lie p<'t^ *hai a* .r i,,t a\crace rr\Tauc eut\e) 

;!:r.„“X‘c““’tan'’-i''‘ >« "i' 

diagram If’ 5 


r 1 . 1 r,,\ a\rr»^ jrNTrme curve and MR 
(nraight I m) corT«T>o~ding marginal 

f.«n P II the 



revenue cu %c * » ‘Jjc 

mitUllc point of AB, me 
noTimn of AR iniercepted 
J^tvicen the two axM 
If t» t’-e point vtlierc MR 

inletfeiliheraail P.lfwill 

tli-'n b“ perpendicular upon 
X atu Vd-wucity of dematd 
tATT ihe IcTgrh <P IV more 
iKan unity while tiut over 
PS M I » than unit} 

NS hen more is iTtoduced, 
rolalcot increaws Iijhuuk 
cait of pwaong 


the 


the cavt « p-outiciu^. 
fc!dilonil uftMcarjvw be 
*■* Lcpniducrdir the^r sal- 

neirative.ine rrio revCTue St? 10 themmott Im 
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- Tn tb- above diagram. ^3^ j, ^nust 

^usl be posinve In * 

O Of is vn-ib OOf. And alv.-ar' 

vitb^a tae .^ngto iBonopo *st tdu 

the e.asuc sec. ^ ^ Competitiok Cosipaked 

MOKOPOEV ANB Pbsifp-- respective siitia- 

f^rc^de^Ibc^J cov. cur^ cs. . _ ^ 


equals bolts maT' 
^‘'*— - -^^-ioT5ob. maigina! cost v 

1 ".bS t’le averarc r^-en^ 
befo^ca the raaipnal cost 

5^: ' -’■ ^r;' Z7Z 

5 Pj.r/f,bfc^/ «tr* CJ CLn chapter 

arm. Oae is 

cos. cquab 5 a; 5 xr.a 1 te^en 
The oth.ris trat m ^ 

of cqttslsbrium 

c-^-t csirvc must ta. ^ 
the marginal ^r^'^^rcLopl 

fromb-mn. ^ *<- 

revenue cu » S-tcss' ’* 
competitive this 

W filled onlv if .me 

/yorj-ir , .cping UF"^ “ 

rie. IS-S - C'‘s amr.onolVjhov eye , 

-1 the pomt oc iqmlihrh^ I5 Hn '•■'it b pe« “ 

,,^c'”je cprvc 13 slopm? .-, *{Vcm btlo'A* ns 'hovn* m 
F^rriS-l cert cmve to mm^.rai rcvrrpe _car.c 

Kg 165,’' Ofemme. ^tbe ^ cumc. Ti.ir. I'to" 

r* 'br streper thaot! at c. rea.t, -‘ m shet 

r tC'-'rpr'i’it.'it miTgi'a ^cos. ^ 

r r/j^Jtl'^ncT . tn V 3 ^*^^ 
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Prof Is \Vc Inve seen that m perfect corapctiHon, cqmhbnum 
u totabUsUed at a point \%bere profits are neither belo%% nor above 
nonnal A monopolist does, hotsevw, earn supernormal profit though 
the existence of such profits »s not a condition essential to etjuilibnum 
IVc haw already shoivn above that even a monopolist miglit be in 
equilibrium with normal profit and no more (Fig 16 4) 

Lastly, let us compare conditions of price and output under 
monopoly with those under 
perfect competition, assum- 
ing tliat CDuditions of produc 
tion do not change Con- 
sider I ig 16 7 

Under perfect comprUlion 
AK IS till dcmsnd curM. foe 
the jndJiltj as a uhotf P/ice 
would be -^T and output 
OT At thu price eiery 
producer hill be faced v.itli 
a nurgiml rrsenuc curse 
Coinciding with the a\enge 
rcienuc curve and running 
parallel lo x axis Eicryone 
of them tall cquue nurcmal 
cost (0 marginal revTnue and pnee The aggtegate of llieit outputs- 
vnll be or 

Now let «s suppose that the produem form a ccntralued carteL 
Marginsl cost curve will remain the same 4R wilt be the nvrragt 
revenue curse faang the cartel and MR the fonmpondmg marKinal' 
resenue curve Output will fall to Otf and pnee will rise to CL'f 
TJiu»kS» mom polv price m hither ami output Imi than in perfect 
compciiiion, CTmditions of demand and cost remaining unchanged 

c 

Price Discriwsatios \ 

Farm of f>rifr ditenmirusUor Pnee discrimmatton means charging 
differeni prices from ihfTercnt customer* There are many fonnsv 
which such a policy may take Dtsmminaiion may be done on the 
r>t f]<isniu» piuiA-wsI Ue arc all familtar VMih the fact that 
whnlrsale pnees Jre loner than retail prices Avery interesting case 
of pnee discTiTnination In amount existed m India m the ‘iliirtira,*' 
when railnjsx, due to comprtiijou firm road if-insport rharprdioweT 
rate* for short ihstaner* and higher rates for Jong dMiarces. Pnee dw 
Cnmination bi tJie ti me < f sale u also ro uihle Medical j>rarniionrrs 
iiitjsWy chargi- higher (ers I r sisi« it" toglit and lower lees f ir i isiu 
slunng the dvs llucnmination In cusiomer* ts arotJer pfisii’nlity 
U\ tj anging tlje nvm^ nr packinir, a tel er nuy le sb’» to cho-fe 
n I gher price fjom snobbwli Iniyei* and a Iswrr cr^ fiim ol! m. 
^ mdaily. thne nu\ be tne jmer fir the nUi and anoih^T fiir the 
po»>’ 
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In anv case, a seller for purposes of price disCTimmaUon, divides 
■his market/according to one criterion or another, into .^^rent p^ts 
nnd treats each part as a separate market. He J 

into as many parts as the number of buyers. I\c vould for ou 
study take the case of discrimination between two markets, bujm 
in each being distinguished from buyers^ m the ^ 

■recognisable mark. We also assume tliat in each market the number 
■of buyers is large and competition among them is perfect. 

Fundamental condition. Price discrimination is impossible if Acre is 
perfect competition among sellers because then market, y asswmp , 
is frictionless and difference in price cannot persist. iscti , 
is possible under conditions of imperfect competition on y 
is some tacit or explicit understanding on the part of all sellers. , 

■doctors can charge higher fees from the nch and lower ees . 
poor, only if all medical practitioners, by convention or othcr^s^e, 
adopt a similar policy". In case, however, there is some un ers an g, 
it becomes a combination which eliminates competition in la 
respec*. Hence one condition for practising price discrimination 
is the absence of competitionj i.e., there is a monopoly. 


Immediate cause. Though monopoly is a condition essential for 
price discrimination, yet it is neither a sufficient condition nor the 
immediate cause of its existence. The immediate cause exbts in 
the fact of elasticities of demand in the two markets being unequal 
n.t the single monopoly price. In such a case it is profitable for the 
monopolist to raise the price where demand is less elastic and to lower 
it where demand b more elastic. For, when the price in the former is 
riased, contraction in amount demanded is small so that total revenue 
increases much. And when price is lowered in the other market, 
■extension in amount demanded is large so that increase in revenue is 
■substantial. If, howeter, conditions of demand in the two markets 
^ are such that elasticities of demand in the two markets at single 
I 'poly price arc equal, the monopolbt would not resort to dis- 
imination. For, he cannot expect to increase profit by transferring 
jutput from one market to the other. Additional revenue in one 
market will be less than the loss of revenue in the other.® 


, Sustaining conditions. There are two sustaining conditions for 
price dberimination. First, purchasers in one market cannot transfer 
themselves to the other market. If the rich could assume to be poor, 
doctors will fail in their policy of charging higher fees from the former. 
Second, purchasers in one market cannot purchase from purchascis 

3 Algebraically it can be sho'WD thus : — 

C 1 • 

Marginal revenue :r Average Revenue X 

If in the two markets average revenue (single monopoly price) 
city of demand arc equal, then marginal revenue will also be equal. .An - 
marginal tevenue is equal, transfer of one unit from one market to the cl . 

■ loss equal to marginal revenue in one market and gam of less 
L revenue m the other. 
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in tlic other market Othcnvisc, purchasers of the dearer market 
Avould not go to the monopolist and stould purchase from their 
eounterparts m the cheaper market 

We conclude that if the seller t$ not a monopoliit, price dis 
crimination eamol exist If elasticities of demand at single monopoly 
price m the Uso markets are not unequal discrirmnation mU not 
exist And rf units of the commodity or the purchasers can be 
transferred from one market to the other discrimination may be 
started but it can not sta> for long 

Price output Pouc\ Under Prict DiscRiutNATiON 

Equality 0 / marginal revenue in fcalA marleU Let us suppose there 
are two markets A and D and that at single monopoly pnee elasticity 
ot demand is higher in market A than in market B Occasion for 
price discnmuution wll then exist We know that — 

Elasticity of demand =s — %» — — ^ . 

Price — marginal revenue 

Price being eqttal, raarginai retienae ntJJ be higher ut the marlet A 
in uhich elasticity of demand u higher Tim means that if the mono* 

E ohst diverts one unit of he sale from market B to market 4, 
>$s of revenue in the former will be less than the gain of revenue m 
the latter The monopolist will continue his policy of diverting sales 
■from market S to market A till mat^nal revenue in the ttio markets 
IS equal Price m A will then have fallen and that in raarVet B will 
rise IShen marginal revenue m the tvso markets has thus 
been equalised any diversion of sale in one direction or the other 
Mill reduce his profits One condition for equilibrium therefore 
» that margiml revenue m the two markets is equal 

Equality ej marginal east nnd marginal rfrrnae Tlie other condition 
IS equally obvious Hw marginal revenue in each market must be 
equal to the marginal cost of hu total output. If marginal cmi is 
higher than marginal revTnuc in either market he will increase his 
profit bv cutting down his sale there and nee rerw Equilibnum will 
be attained when there w no inducement for him to increase or reduce 
his oiiput The iwo conditions of equdi^um can be put in an 
eqintional form as under 

^larginal revenue ^^arglna! revenue hlargmal cost of 
m market A — in market D total output 

It lilting 0 / 0<e ta.v «nef (M*t To utidccstand how vUevt Vv.o 
condiijora will lie actually fulfilled, vie must draw aggregate 
^rginal and average revenue curves These curves arc obtained 
by the lateral summation of relevant curvrs in the two markets TTus 
can lie more easily understood by rererence to schedules Let us 
illustrate liy taking the demand schedules 
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TABLE 16-b 


(1) 

(2) 

( 3 ) 

( 4 ) 

Price or 

Amount 

Amount 

Aggregate 

Average 

demanded 

demanded 

Amount 

Revenue 

in Market A 

in Market B 

demanded 

(Rs.) 

(Units) 

(Units) 

(Units) 

10 

200 

350 

550 

11 

190 

335 

525 

12 

180 

320 

500 

13 

170 

308 

478 

14 

160 

295 

455 

15 

150 

278 

428 


Columns (1) and (4) I'ive us the aggregate demand schedule. 
When this demand schedule is plotted into a graph, sve get aggregate 
demand curee, i.e., the aggregate average revenue curve. If tve 
draw a curve marginal to the aggregate average revenue curs'c, 
we get the aggregate marginal rcs^enue curs'c. Or else, the aggregate 
marginal revenue curve can be traced independently, just in the 
same manner in tshich aggregate average revenue curt'c has been, 
traced.'* 

4 Dlagrammatically, it can be shown as follows: — 

Y Y 





I'i:;. IC-8 Fi:;. 109 

In i'iz 16 f-., .\Rj £1^ AR^ rr^jfCciK'cK avcra'4^? revenur njrvr^ ^ 

tj* Whtn pno' u OP, demanded in n<a.rl:ct A U PLj and m B is Pl-^* 

drrnaad h ihat Iv; jt equal lo PLj- Similarly, correspondir^g 

tuOP*the on ih'^art’rcffat^ demand curve Ei I/5 in tim manner 

irat^i d;*- uhulc AR3. t'htrh *s the aggregate d*“mand C4r\'e. 

c^-^rrrqK>r»!in" rrr-rnue OQ., anv^unts drmand-d 

QRj. ftjs then cm (h-" rr.ar>^m3l 

i>* to QRj, Simiiafl)*. v,e cao trar<« the vvho!c 

u Tr%eniH’ ttm'e. 
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In r«K 16 10 , f i/ind^I»a%rl)rr-n dnun lolhc tJ/nricsK 

anti MRy amhr avrrJc:*' and fnifKiml /•rvrnucnjnn for marktt 
1^, -uitl I//?, arr »hr Min<r f</r mirtre IJ and A fC arc 

ihr rnir^ifutl K^fnu'* anti mwijmil roti ntnrt fur tottl otitpur 
Ay c rc^-itf nurjpna! mcntir hiH rtpul mtfnml ftxt mOi »?ir output 
■Ol/i Ihtt It thf otpiihlfTium mjiji it Amount foW in matlft A 
vdl l«p 01/, tml price /*» '/| If* marlef // amount »o><l »*iJl l>* 
OMf ftn6 pticc /*, l/| Olivtunh the pnte ,n rnarkrt A i« h»s;fi<T 
tiun in inirLct R 
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he has to lower the price not only for the s^lus units but for his entire- 
sale. He may find it more profitable to dispose of the ‘surplus abroad, 
at a lower price than to sell it at home at a Wgher price. For instance, 
suppose the demand conditions at home are such that* — 

TABLE 16-c 


Amount 

Demand price 

Sale proceeds 

(Units) 

(Rs.) 

(Rs.) 

100 

10 

1000 

120 

9 

1080 


By selling 120 units at home, his sale proceeds aie Rs. 1,080. 
instcad, he were to sell 100 units at home for Rs. 1,000 and the 
balance abroad at, say, Rs. 5 per unit, the aggregate sale proceeds 
will be Rs. 1100. Hence it is profitable to sell the surplus twenty 
units at Rs. 5 each abioad, than at Rs. 9 each at home. 


In fact he may prefer to sell the cxcoss of twenty units abroad 
even at a loss. For, once he reduces the price at home, it may be 
difficult for him to raise it again for fear of ‘‘consumer resistance”. 
And if he docs raise the price after once lowering it, the amount 
demanded at this price may be lower than before and may not return 
to the original level for a long time. Rather than spoil the home 
market lie will prclcr to dump the excess abroad and may sell it at 
price a which brings him less than the marginal cost. 


2. Dumping may be resorted to when Uie producer is facing 
severe competition in the foreign market. He then undercuts his 
rivals in the foreign market. He may go to the c.xtcnt of charging a 
price lower than cs-en the marginal cost because he is in a position 
to cover up his losses from sales at home because the demand there 
is inelastic and, hence, profits arc higlt. The purpose is to push 
out the rivals in the forcjga market. Once the)' have been pushed 
out, he becomes the monopolist or one among the few left. Price 
can then lie raised and profit pitched to the mrndmum. 


3. A producer mi^t sell at a lower price in a foreign market 
to leap the benefit of increasing rclums. As he produces more, 
as-trag- and marginal costs may fall. But, by assumption, demand 
in the hom- market is inelastic. To tell the additional amount, 
educsiD'; to m.adc in price may exceed the reduction in aswsge 
et. M(,i only that. Lot.cr price has to lie dtarged on all units 
.a rot oo marginal imits only. Margin.-il revenue h, therv.rorc, 
nth let. ^ I, may !>- more profitable, in tljcie eircumsf.'‘r.cr<, to 
. the addnional amount abroad at a low’cr price, Tltis v.ili be clear 

li 11.- fft’lowln,'!' fshlr- 


CHAPTER XVm 

IMPERFECT GOMPETITIOX 

"Wc liave to consider tAvo inorc marEet forms, viZ'^ monopolistic 
'Competition and oligopoly. In the case of the latter many variants 
of the sitnation are possible. Definite conclusions are difficult to 
arrive at in oligopoly. IVe shall, therefore, consider only one case 
-of it based upon simplifying assumptions. 

MoxopoLtsne Competition 

Charadenslics. As explained in chapter xm. monopolistic 
competition is a market form characteiised by a large number of 
sellers and product differentiation. The number of sellers being 
large, if any one of them changes the size of his output, it will not 
have any perceptible effect on the prices and demand cmves of 
other sellers. Similarly, actions of the other indiridual sellers do 
not have any perceptible effect on Mm. 

Some writers have discussed the problem of monopolistic com- 
petition on the assumption that entry of nen firms is blocked b>’ the 
sellers or by the government. This is assuming improbabilities. 
'When the number of sellers is cciy large, formation of a combination is 
tvell high impossible. And if the government has deemed it right 
to allow a large number into the industr)'. there is no reason nhy it 
should stop others from entering it, 

Di^ctdlies of draiving curves. In monopolistic competition it is 
difficult to draw the cost and demand curves of the industry' as a whole. 
Cost curves are difficult to draw, because products of different pro- 
ducers are not identical. IVhen we speak of a larger amount of a 
commodity' being produced, wc cannot say what grades are produced 
in larger amounts. Similarly' demand curve is difficult to draw 
because ns in the cost curves, it is not possible to assign n definite 
meaning to the quantity a.vis. And here there is an additional diffi- 
culty in that there is no single price. It is, therefore, possible to draw 
The cost and revenue curves of individual producers only'- 

Demand curve for an individual’s prodad. As the number of sellers 
is large, demand for the product of anyone of them is highly' elastic. 
If he reduces the price, he may attract a very large number of buyers 
from oih'T sellers. Similarly, he vrill lo-^e a large number of buyers 
if the raises his p'ice. Because of product differentiation, liovcvcr, 
th'- demand curve vrill have some do'.ravnrd slope. Ev'cn uhrr he 
raues the price, some bincrs will stick to biro. And if he lowers tjie 
pti^, some h i-.crs vrill continue to stick to othej-s. In other words, 
«nd-r Rjquopottslic competition, d'mar.d curve facing an individual 
tcHm tbf relevant portion.', hi'ffily clastic but not perfi rtlj 

e.astic. it ivy- 1,-4 run p.ira!lel to the .t-axis but its downtrard slope 
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ivill )>- slight ComMj!icntl>, nalhordo the marginal and a%-enige 
re.\'cnue curves of an indtnciualsdlcr atinade, nor docs either of them 
run parallel to the x axis His marginal restnuc curve lies below hu 
^iTrage revenue curve and the slope of both is small 

Short ptnod Possibilities in the short tarn are just the same as m 
Ollier market forms As productive capaaty cannot be increased, 
profits may be very high And as the existing plants cannot be 
scrapped, prohts may lie very low There may even be losses, but 
the toss ol any individual firm cannot exceed its total fixed cost 
Othenvase, it will slop production Existence of full cfjuihbnum is 
improbable. 

/>}»£ ran ftpnhbrtam Cxiiiitng to the question of long run 
equilibrium, we have to remind ourselves of the two ctnditions of 
eqoilibnum ii^ individual firms are producing cqiiihbriuni output 
and there is no tendency for the tuinilicr ot firms to cJiangc The first 
condition is fultdlcd when e\et\ firm is cannnp maximum profit, tliat 
IS, wlien m lu irgmal com is rqiuJ toils marginal revenue Let us sec 
how the second cuiidttioti can be fiilfiHed 

\r inojioiinK coinpeutioti resembles perfect competition in the 
fact < t free cjitrv and exist Tree exit ensures that profit earned liy 
nRy'indtiiduai linn nnuot lie lielow normal And, assuming that 
factors of nrodueiiou arc available in identical units and are m 
perfectly elastic supply , there will not be any iiipernnrma! profits 
Lxrttence of any sujKxnormal profits wall attract nevv firms who 
mil share some rtemaod 
with the existing firmi 
This will sliifi demand 
etirsTx fscing exciting 
lellcn to lower positions 
and thus lower the level 
of their profit* ^ Equih- 
bniint will lie cstablishesl 
at a point where e\xr> 
idler K riming josi ifir 
Rirmsl nrofit— neiihcr 
mote, nor Wi tig 17 I 
ahowx the position of an 
indivadu.ll seller under 
nMnopoIuiic competition 

A/I and MR are the 
average and marginal 
rnerv*e cunTs while ACand AtC are the average and m-rg-nal ciyl 
eiifvcr O if Is the equifibnuTU output this ct tpu: nurpjra/ 

erwt eqiult nutpnal resrfnue (Q.A/ ) and a'v> averrge cost rrpsi/i 

) 1 / tf t»r“cn swte ne.r p-xJixiV rl*r'‘r ee'rr «/ sseur finrt *.(4 
larrnte tV* fee feewrs iMr r« wiij tS -fc ffc< 

eT»*rv»vrs rX r»)i; rf wren r«l!rt»^r«*i-»^ Md tistrrrin »• 1 

14 
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average revenue (PJl/). Marginal cost being equal to marginal 
revenue in the case of each firm, there is no tendency’ on the pari 
anyone of them to in crease or reduce its output. And as ev'cry 
one of tliem is earning normal profits, there is neither any tendency 
for existing firms to quit nor for neiv firms to enter the industry. 
Full cquhibrium will have been established. 


Comparison with perfect compelilion. 



It is interesting to compare 
th c conditions of equilibrium 
under monopolistic competi- 
tion v.ith the same under per- 
fect competition (%Wth identi- 
cal cost curves). In both 
cases, for cx-erv- firm marginal 
cost equals marginal revenue 
and average cost equals 
average revenue. But, 
while in perfect competition 
marginal cost equals price, 
in monopolistic competition 

it is less than the average 

M " rrs-enuc or pnee. This 

AMOUNT means that in equilibrium 

Fig. 17-2. marginal cost must be less 

than average cost. Xow, marginal cost is less than average cost 
when average cost is falling. Hence while in perfect competition 
equilibrium is established at the point svhere average cost curve 
begins to rise, in monopolistic competition the average cost curve 
isFalling at that point. Marginal cx«t curve may ly rising or may 
be Stilling. Possibiliu- of cquilihrium at a point '.iherc marginal 
cost is rising has been depicted in Fig. 1 7. 1 The other possibility 
of equilibrium vdili falling marginal cost is shown above (Fig- 17.2). 
AR and MR arc the two revenue curves ivhilc AC and AIC arc the two 
cost curves. OAf is the equilibrium amount. \\''illi this output 
marginal cwt is QAl (equal to marginal rctxmic). At Q_ marginal 
cost curv'c is sloping dosvnwards. 


Oeigopoly 

PosubUilies cf varied rescllon to polides of et firm. In an oligop^^F 
there are a few seller;, Thc-v may l>e two or more but their nurnW 
!-; s-jrHdentiy small so that price-output poHc%- of every firm infir.cnces 
saru'- of other, and in turn it' poliry is influenred by the action?, 0$ 
o'uer'. Tt.r' rituatio.n is CKeittialsy difTcrent from that under 
sTji-i.poh. ill perfect or monopolistic competition. 

-. 1 , there is one ^icllcr, he can skeide hh priee-output poliev- 

eon'ideftag^ how oti.ey prordufers ’.«15 rmet to is, lyc-itise, 
te’-a are rt-ij of other* .»>rf OTils' ■dhiant ‘-uf«’iin?ey ofhij 

t'naike.) vlifu d.rr number nfs-tlb-'i is large, arti'sn.* an 
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individual do not appreciably affect others There is, thus, no reaction 
from others which he must talee into account ivhile deciding the size 
of his output A producer mtdigopoly cannot dcadc his price-output 
pohey without considering how others arc apt to react to it Every 
action on his part is likely to produce some reaction from others and 
he may again have to revue b« policy in vtcw of thu leaction 

Reaction from others is unpredictable Suppose he raises 
the price Will nciv firms enter the industry* Entry ma> be free 
and e^y, or free but difficult, or blocked If entry is free but the 
industry u one of lai^ investments, the result will depend upon the 
resources and venturesoracncss of outsiders Sumlariy suppose 
he lowers the price Others may also lower it as miich or tlicy may 
not lower it at all or they may lower it more than he does Thus, 
how much will be his sale at the nesy price depends on faosv others 
react to his cut m pnee Now, even if it is known that others 
will lower the price as much as he docs the posiUon still remains 
indetemunate For, we cannot say how the buyers will deadc 
to diiade tlieir purchases among the different sellers after the pnee cut 
ThCTe are sUU other possibdittes As he lowers the pnee, some of the 
sellers nught have deaded to raue their prices Another possibility 
» that in reply to his reduction m pnee, other producers place in 
the market new attractive vaneties of their products Now, suppose 
that he decides to produce and sell more \ViU he have to lower the 
pnee? Yes, if omers do not change their quanuties product 
And if others also simultaneously deode to produce more, the necessary 
reduction in price may be large It u also poaible that others reduce 
their outputs and sales ut response to a fall in price Such situations 
become more unpredictable if there a product difiefcnuation and 
s(tU more so ifcostcocidiCioRs are not identical, different producers 
being unequally effiaent 

Arsvmpttotu Oligopoly thus represents a variety of market 
situations and m each situation there are a number of posstbibtics 
of reaction to any given change Precise conclusions in a genera! 
form are, therefore, impossible to arrive at Conclusions will be 
different in different siluaiions and on different assumptions about re- 
actions to given policies Allthatvve can do is to study a simplified 
situation ^Vc make the following assumptions — • 

1 Tlicrc arc only a few firms, all with equal Cmlitics of 
investment 

2 They all produce products whidi ire identical m the cyts 
of the buyers 

S They are aiY equaffy edfctmC so fftac fAejr cwr curtty 
identical 

4 There is no taat or eapressed coHosion among them 

5 At equal prictar bofen drstnbuie their custom equally 
amorg them 
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6. They are not prepared to suffer losses just on the satisfaction 
that their rivak are ako suffering losses. 

Limits on profit. As the product of all of them are identical in the 

eyes of the buj^ers, there -will be no product differentiation and, hence, 

UQ producer can charge a price higher than others. If some one lowers 
the price, buyers will rush towards him till either he rakes the price, 
or others are ako compelled to lower theirs.^Thus, there can be only 
one price in the market®. 

Now, if all charge the same price as they must, all sellers in wew 
of assumptions (3) and (5) will earn equal profit. Either the profit 
of all of them are normal, or below normal, or abnormal. 

We know that if all of them were to associate themselves into 
a cartel, they sviU fix a price which would give them maximum 
monopoly gain. Let us call thk Cartel Price. On the other hand, 
if they resort to a price war, they will, in view of assumption (6) 
ultimately stop at a level n’here they are all earning normal profits. 
Let us call thk Competition Price.® 

Price cannot he lower than Competition Price. Otherwke, 
profits tvill be below normal. Some of tiiem tvill have to quit the 
fidd because they cannot live just on the satisfaction that others ate 
ako suffering. Price, on the other hand, can be higher than Cartel 
Price because though every seller will soon realke that he can 
increase hk total profit by lotvering the price, but none may low cr 
it for fear of competitive cuts. All depends upon svith what price 
they start.^ Suppose they start tnth a price higher than the Cartel 
Price. None may reduce it because of the fear that a price tvar 
might develop. Or they may reduce the price. Then, they might 
stop at the Cartel Price or they might go lower, every one " hoping 
to increase hk individual profit but ultimately finding it diminkhed. 
And once price stands low, raking it k very difficult, almost impossible. 

The only conclusion w’e can arrive at k that profits cannot 
be below normal. Beyond^that the position k indeterminate. 

--/Seletng Costs 

Meaning and forms of selling costs. Costs incurred by a fiim 
may be classified into production costs and marketing costs. The 
latter may further be split into costs of transportation (including 
insurance, banking, etc.) and selling costs. Up till now we have taken 
into account only the production costs and costs of transportation. 
Let us now study the implications of selling costs. 

2 or courje it is wsumed that market is frictionless. 
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ScUmg costs are those tvhich are sfioirrcd by a firm to persuade 
buyers to purchase its product m preference to those of other firms 
hlost important form of selling costs is advertisement Sometimes a 
seller may distribute his product Ireely Producers of Bidu often do 
so m our country Again selling costs may take the form of free 
distribution of subsidiary products or scnnccs This distribution may 
be in proportion to actual purchase or may be independent of it 
For instance a buyer may be given a free tooth bni^ with every 
tube of tooth'pastc An example of the second kind exists m the 
supply of free air at petrol pumps 

JmpsTtanu of uUta« toils When market is imperfect selling 
costs may help a firm to create and increase demand for its product 
When buyers in different parts of the market do not have a complete 
knowledge regarding the price and supply m different parts of the 
market, the seller can extend his sales b> informing buyers of the 
existence and uses of his product This process docs not end there 
The buyers hav’C to be reminded time and again that the product 
continues to be produced and sold The role of selling costs assumes 
a still greater importance if there u product differentiation It then 
becomes the function of selling costs to make repeated efibrts to 
convince the buyers of the supenoniy of the product of the firm 
In fact, even when products of two firms are otherwise identical, 
selling costs incurred by one firm may succeed m convinang the 
tniyers that its product is supenor (o that of the others Hence while 
prwuct difiTerentiation creates the necessity of ineumng selling costs, 
selling costs m their turn are apt to produce product diffmcttation 

Selling costs have no part to play in a perfectly competitive 
market where neither w knowledge nnperfect nor is there any product 
differentiation A monopolist may incur scILng costs to acquaint 
Uie people iviili his product but once that is achieved, selling eosis 
arc left with a minor role Selling costs have areally important part to 
play in monopolistic competition (and also mdiffcTentiatedoh^poly) 
In this market form the number of sellers is large, knowledge of 
buyers U imperfect and there Is product differentiaiion Because of 
all these factors, a producer under monc^xdutic competition is unlikelv 
to be successful unless he continues to spend tome amount under the 
heading of selling costs 

5fWia? cmIj and iht toil turns That selling costs increise total 
costs u self^vidcni If they take tlic form of "one free tooth brush 
With every tube of paste,” the effect on costs u easy to ralculair 
Total cost will increase by the cost of brushes equal in number 
to the tubes of paste produced For every sue of the output, 
average as well as matginal cost wnll be higher l>y the cost of one 
brush Tims, the average and marginal c«i curves of the firm, 
after the selling costs begui tp be incurred, will lie above the 
original cost curves bv the length Ttpresmimg cnsl of a tooth brush 
This u shown m Fig 17,3 AC and MC are the cost curves 
wthout selling costs while 1/C* and AC* arc the the same after 
sclUng Costa are incurred at the me of Ffi per iirui of output. 



214 


ECOKOMIC THEORY 

If selling costs are a fixed ^'^’"■^“^ekTnriedfic paper— 



Fig. 17-3. 


aSlUj 7 

a week in a specific P^P^ 
they wU not influence 
marginal cost after one 

St while the effect on 

Serage cost isuU go on 
diminishing as the 
increases. In Fig* 

AC, shoivs the position ot a 
netv average cost curve 
L AC (the onginal 
c^e) which r^lts 
&om a fixed selling cost. 

If, however, selling costs 
take the form of free service 

S,p„dc„. .of 


3, to define its 

to calculate iu effect on average cost and 

Selling cosB areincurted so 

that the demand curve 


tildV 

for the product of the 
firm shifts to an upper 
position. But one cannot 
be sure if there is-ill be 
any such efiect at all. 
and, if yes, hov/ much this 
effect ivill be. A given 
sum of money spent may 
producevery good results, 
or poor results, or even 
no results atalL For ins- 
tance, the firm may be 
the first petrol pump to 
start supplying free air 
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start suppiynng irec cm Tf on die other hand, 

and hence may attract many nmv customer. , 
it is one of the last fesv petrol p^ps to do so, rt -osts mav not 
ensure the loss of any (or any more) customers ^etog costs^^^ 
^ rtnlxr r*iMTinnr.ft tVlC OIQ. Dll\ CIS Still IVl 


ensure the loss of any (or ariy more) customers "yj^^^jlther of 

attract new buyers but only convmce the old ^come 

the firm’s product. In that case, the demand ^on 

less clastic in its upper portion, so that if ’ customers 

in amount demanded is less. Sclhng costs may attract n 
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exactly wall a given cost affect the demand curve, is thus difficult 
to say The tendency, however, is on its part to shift the demand 
curve (the whole or a part of—it) Ibr the firm's product to an 
upper position 

PRice*OuTPUT Pouev \vmi Seluno Costs 

4«um^tienj Analj'sis of the effect of selling costs on the pno:* 
output policy IS rather a ticklish affair Selling costs shift the cost 
curves up but it is difficult to forecast its effect on the demand curve 
It depends on what other sellers are doing, or arc likely to do. It 
depends on how buyers react to lU Votwathsiandmg these considcra* 
tions, let us assume that the demand curve for a firm’s product shifts 
tip when selling costs are incurred and that the extent to which it so 
shifts IS proportional to the amount spent as selling costs FurtJier 
assume that the seller ism a position to accurately forecast the effect 
of different amounts of selling costs on the demand for liis product, 
so that he can locate htv average revenue curves which go with 
different selling costs With these two assumptions, let us consider 
two eases 

1 Proporiienal S'tUnt mu Suppose selling costs take the form 
of a tooth brush with every 
tube of tooth paste” TotaJ 
selling costs will be proper* 
(loiial to the sne of the 
output The new average 
cost curve will lie above ilie 
old by the extent of c«t per 
tootli'brush The costlier 
the tf)Oth*bnuh, the higher 
wall he the average Cost curve 
and aUo, liy assumption, 
the die higher will he the 
average revenue curvT The 
accompanyang diagram shows 
the position when a given 

quality of tooih-bnnh goes wiili a lube 

AR and *4Care the average revenue and emt cun es w iihout selling 
costs QJL represents the cnsi per tooth brush vfA'ani) AC^ are the 
curves with this selling cost Area PQ.RS rteasures the naximum 
Tn’oBtvfhiAeanbeeamedwithtlrseseUingcosu Sinulstly dugrams 
can be drawn for other levels of selling costs. The producer wPl 
clioose that tooth lirush v>hich maxitrases hiv profit.* 

2 Fixd mis let us anume tliat selurg ce»ts take the 

fonn of a given number of advenisetnenti prr werk. Abo suppose that 
one aihTftisement tns's him Rs. lOO' Rise in average ensi ifne to a 

t limxntbe twur^ t\»« pr,f isorti'ml cwn mey he nuir-’ Asn 

w t!> sny In-d of srUeij e»n. I« sUstswt* snO iacvwesr oiiart 
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given selling cost is inversely* proportional to the output. The larger 
the output, the smaller the addition to the average cost. 



Fig. 17'6. 

In Fig. 17.6, diagram (.il) shows the position of a\eragc cost and 
revenue curves -when no selling costs are incurred. Diagram (B) shons 
the position when there is only* one advertisement per week. Diagram 
{€J shoii's the positi<m nhen there are tttvs' advertisements a iceek. 
The area PQRS represents profit in each case. The producer can 
thus calculate his profit with different selling costs. He will choose 
that number of advertisements which make his profit maidmum." 


's-.thout .riling cost,. 


CIIAPTEK sn-tit 

PRICE DETERMINATION 

iKTRODtCTORV 

FundanitTital pnitnfilf Wf ha^e in Uie prmous fc« cliaptfrj, 
discussed the question of equilibrium output of firms anil mdustnes 
in various markets When equilibrium output lias been found, it 
H cas> tn riad off the equitiinium price on the demand curve or from 
the demand schctbde Iiis houever instnictive tosiudv bow ih- 
pnee of die product of an indasiry is dctcrinmed Tlic fundamental 
principle in this resi>ect « ilipj price u deJerinined by the intcraetjon 
of the forces of supj ly and demand Marshall has rtghtl> compared 
these tss-o sets of forces to the two Wades of a pair of scissors ' Neither 
can the upper blade itself nor the lower one do the attting both 
have their respective roles to plav Tlie lower bbde may be kept. 
Slytionary and only the upper one mav }>e movTd yet the work done 
by both ts essential to the process of cutting Similarly, supply may 
Iw fixed and demand variable with price vet the fixity of supply »i 
ns important a factor as the variabililv of demand m plaang iftc pttCe 
where it comes to stand 

Afirkit day Wc have studied the problrm of equilibrium iiv 
respect of two prriods the short run and the long nm Tliere is yet 
another period to Iw introduced It is known os market day or wry 
sliott tun A market day u a pmod m which the maximum which 
can Iw ofTcred for sate is hmilcd by the existing stock A mw-krt 
day u, howcvxr, not neresonlv vs long vs a * dav Ifsuipir faaoriex 
jircoperaled for only six months m the year, ihrn in the remaimmr 
SIX months stocks of sugar set the limit on supply m that jienod 
In tile case of pcrislwUe commodities, hke milk a market day niighv 
mean a part of thr day 

Wc shall study tlie proMem of determination of prire with 
reference to market day, short tieried and long period In aJf 
this discussion we shall assume condmoiw of prrfrci conipctitton 

Markct Pricc UvRtft rrnrrcT CoMrrrmov 

7T>f nrrf In the market l)>rre arc a laj-gr mnnl<T of 

I users and sellers Our utility anvlvsu and the iulntitutioo analysis 
I 'ougiit us to the conrliiuon tjiat th»* iralividual dentard curve ste^sev 
downwards tt> the right In mlicr words amount demanded wslJ" 
I* roweifpitwit lowandtt willlielcs-siflheprife a high Ofeoune 
thw roneJawn h bawd on tlie atstttnpuon iwi oiher deirminanu 
of demantl dv not change Hie assumption holds gaud on a puiket 

t IWoS, p. 51? 
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day because it is too short for these factors to change. It must be 
noted that it is the demand curve facing the ^vhole industiy, which 
is dowTiward sloping. Demand curve facing an individual firm is 
perfectly elastic and runs parallel to the quantity axis. 

Delerimnanls of supply curve of a seller. How much will a seller 
be prepared to sell at a price? It depends on a number of factors. 
One is the nature of the comm odity. If the commodity is perishable 
•and cannot be carrieSTover to the next market day, he must dispose 
-of the whole amount whatever the price.- 

The other consideration is the in tensity of his requirement for 
mon ey. If needs of the family or the business are very pressing he 
may be prepared to sell a part or the whole of it at a lower price than 
otherwise. 

The third factor is his estimate of the present and future cond ition 
pi the jiarket. IS he thinks thaTtliemarket is in short supply in com- 
parison to demand, he rvill stiffen his attitude. In the reverse case, 
he will so'ten down. Similarly, if he is of the opinion that the price 
■will be higher on the next market day or days, there will be a ten- 
•dency on his part to withhold his stock. On the other hand, if he 
antidpates the price to fall on subsequent market days, he vrill be 
inclined to sell more or more inclined to sell the whole at a given 
price. 

One important point to be noted here is that costs of production 
do not enter the calculations of a seller in deriding how much he would 
sell. For instance, suppose that price ‘today’ is below the cost of a 
■seller, but hb calculations lead Itim to the conclusion that it tvill fall 
still further ‘tomorrow’, he will be inclined to clear off hb stock. 
'On the other hand, he would not be inclined to sell his stock even on 
a price above cost ‘‘today”, if he expects the price to rbc stiU higher 
’“tomorrow”. If hb need for mone>' compeb him to sell a part of lib 
stock in spite of his expectation that price will rise, that would be a 
•different matter. Costs of production constitute a consideration 
-only when the amount produced can be \aried. Thej’ enter the picture 
in the short run as well as in the long run. On a market day the 
question of increasing or decreasing output docs not arbe. Costs of 
production arc, therefore, no consideration in determining the amount 
to be offered for sale. 

Market^ supply Xature of the commodity, intensity of 

•'cllcr’s requirement for money and their estimates of the existing 
market conditions, as ucll as their anticipations, arc given factors 


2^ In fact he sell such an amount tliat ’r.c product of pntx and 
a-noOTt, that is his total revenne, is maxircain. For instance, suppose hi* total 
^ n units aidihat he can sell 103 units at Rs. 2/- cacli and 80 units 

hirti. ir 'Yr' "tuts and destros the rest or consume 

. -1 >'.«'■ fV’Ume that elasticity of his average revenu- curve is more 

•niy ,n Its rei'-vant pmicnj, then the italemcrt, that he v.il! jci! thevsbo’e 
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■on any market day The vanaUe factor is price At a gi\cn pnee 
-some sellers will Ik prepared to sell tvlulc others will not be If 
the price is higher, some more of them wall liecome prepared to self 
And at a Iosn'ct price, some more will give up their decision to sell 

In fact sellers divide (mentally) their stocks into portions At 
a given price a seller may be pr^iared to sell one portion and rot the 
other if the price is higher, he may think of meeting some of his 
less urgent requirements of money which he does not at the lower price 
"He IS thus likely to sell a larger proportion at a higher price Simi* 
larly at a lower price he w hfcely to think of only the most urgent 
needs for money and llnu reduce the proportion he is prepared to 
sell • Consideration of future anticipations also brings us to the same 
conclusion A seller ituy lie holding the vaew that the pace is pjing 
to rise on the next market day Yet he discounts his own antiapauons 
Hence, though he will carry a large proportion of the stock to 
■“tomorrow", yet he may sell a portion today Ifthe price were higher 
today so that the difTcrcncc between this price and his anticipated 
•price for tomorrow is not large, he may sell die vvhole amount 
today 

llius the amount oRcred for sale is larger at a higher pnee 
and smaller at a lower pnee 
In other words, supply 
curve on a market day 
slopes upwards to the right 
But the supply cannot be 
more than the total stock in 
the market Hence beyond 
n point the supply curve 
runs parallel to the j-axis 
(showing price ) 

Markil day €<}u\hbn\tm 
In Fig 18 I, DD M the 
demand curve and 55 the 
supply curve OQ, n the 

total stock m the market, AMOUNT 

therefore, beyond R the 

supply curve run! parallel I® I 

to the pi axis The two corves intersect at P Oh (PM) mil be 
the price at which amount demanded and amount supplied are 
both equal to OM The price cannot be lowr than this For 
instance, suppose the price is Oh^ Amount demanded (itF',) 
'nil exceed the amount which the sellers arc willing to sell 
The rush of buyers upon tlie sellers will induce the latter to hold 
back their stocks till the pnee rises Nor can the pnee be higher 

3 The cue orthoie who must iiave a fixed omount ormoney on a marLec 
<J«y 11 an exception They will letl nore if ihe pnee u law xnd sell kti if the 
price Is high Such c»sm are exeeptioM. 
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than OL. If, for . instance, the price is OL^ amount offered for 
sale (LjP'i) tdll exceed amotmt demanded and oompeddon 

among sellers push the price dotvn. Thus equiiiimum is- 
established at a point where amount demanded equals amount 
offered for sale. 

It may be that the market day opens vdth a lov/er or a higher 
price than OL on account of a hasty action on the part of some seUexs; 
or buyers. Forces of supply and demand v.ill then go into acdon. 
If the price is lower than OL, competidon among buyers vdil be- 
more fcen than among sellers and via verse. Ultimately that price 
will come to prerail which equalises amount demanded vdth amount 
offered for sale. ISfarket price is thus the price v/hich uidmatcly 
comes to prevail on any given market dav and at vrhich amount 
demanded and amount offered for sale a-r equal. 


If the commodity is perishable so that it cannot be carried over 

to the next market day, its 
supply tvill be the same 
whatever the price. In other 
words, its supply curve 
win run parallel to the 
_ 7 -axis throughout its length.* 
Equilibrium will be stab- 
lished at the point where 
tfab verdcai curve intersects 
the demand curve. In 
fig. 18'2., Oil/ is the stock of 
the perishable commodity 
and hence a perpendicular on 
;r-axis at this point {SM'} 
is the supply curse. DD is 
the demand curve and P the 
FIs- IS'2 point of its intersection tdth. 

supply curi'c. P3/ v.-ill be the market price. 



Short-kcx Price Uxder Perfect CoKPEirnox 

let us continue to assume that determinants of demand otiier 
than price are given. Law of demand will then hold good and the 
demand curve will slope dotvnwards to the right. Tlie main problenr 
is to find out the ptBition and slope of the supply curve of the industry. 
Be St noted that in the short period an industry consists of a given 
number of firms with gi'ven prodoctive capadtics- 


alrcadj pdi-iir-d viz, this ir on irr asstrsraiio’) 
jme; c-rer jti rtlei-am pcrt"<ra b rtosr than unilv . 


li.at rixitiri!;. 
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Sufptj tar-t ef en Jitm l>ci m ir\ if» trace ihe *oppty ' 

•of an iiiiii\'n\ua\ jnoduccr. 

Since the pentxl u short, Y 
scale of plant w g»\cn anil 1 


the output cannot exceed lu 
maximum capaoiy As 
he IS a producer imdcs 
perfect competition, ltt» 
marpnal andaNcrage rc\-cnuc 
■curves cotnude and the 
resultant single curve nms 
parallel to the a axis lin 
problem u to maxiiniM. 
profit At an> given price 
therefore, he produces such 
an amount that tus mtrgin tl 
cost equals lus marginal 
xtvenue and price 



Now, conside the alxite thajrvm 

i4C,i4fCand IfC arc rcv)>ccn\rlv the average total cost, average 
variable cost and marginal cost curves If the pnep is PM, he will 
produce 01/, since this amount equalises marpnal cost and pnee, 
bimilarl), when price is i‘, W,, he produces Otf, Hence marginal 
cost curve of an individual lum is its supply curve 

We know ilut price cannot be less than C^/l, the minimum 
average variable cost* Hence only that portion of the marginal 
cost curve, which lies to the nght offi » relevant. As Q,is the minima 
point of HC curve, A\X^ curve rues beyond it* dfo curve, being 
marginal to t]ic.41C, must also be sloping upwards to the right beyond 
d. Thus in Its relevant portion the supply curve of an individual 
seller slopes upwards to the n^ic 

Supply amt ef the mdiat^ Tlic total supply of an industry 
at any time u the sum of supplies of individual firms Supply 
<urvc of the industry is, therefore, only a lateral summation of the 
individual supply curvTs* As all uidmdual supply curves slope 
upwards to the right, supply curve of the industry as a whole 
will also slope upwards to the nght Also, aggregate output cannot 
be increased beyond the maximum capaaty of existing plants 
Hence beyond a point, this curve will run parallel to tfic jr axis 
(showing price) 

Pnre deUrm BOUon tn the tfert period In llg. 1. DD ls the short- 
run demand curve md SS i< the supplyr Curve 07* is ihc maximum 


S Chapter X\ . , . . 

C Tl IS IS o , il e ajuimpii n lhav the supply of the var able factoes i» 
rerfecib eUUjc Otherwise ishen -It Increase ihei tc of the r outputs, priceiof 
»anablc factors will r se ard the eplanr corves vnll change *1 e r slop.^ 
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capacity of tl.c CKisting planK. The right 

and after that runs parfW 



S d,c "rP is tlti P?'« 

“fl!.t<isection.^tlito®t 

:fce £?- 

I shot, period oquilibrnm 
price. Tljc amount pro 
duced will be 1^-' ' • . p^f 

Equilibrium price is - 

This, however, docs norm 

that at any t m « 

SiLtS? S 7 Thc^p;" 

Set* S d 5 s Pr^ne^ 
0,11 tod price 

.*.'i'?S''“iiXiv, at!. 


thrii* inannnn .1 - 

wiU reduce the?r outputs fhar’it t“hS!^ tlmn 

SSiS^»?aX.hXp?l 

falls. Hence in the short run V ' jjj ^his case the pomt o 

X'cXV^ntoco'XeartSe -n ped.d equitonu. 
price is PM. 


LoNG-nuK PRICE UNomt Perfect Competition 


Here a-ain we assume that determinants of demand, othcir 

price, are giv^ V 


than price, t,--- 

remain tlic same through- 
out the period under con- 
sideration. Law of demand 
t\iU hold good. Demand 
curve facing die whole 
industry will slope down- 
wards to the right, though 
demand curves facing 
iidividual ScUep run paral- 
lel to tlie .r-axis. 

The supply curve. Exten- 
sion in supply can come 
Cither froin increased ^ pro- 
duction by the existing 
producers, or by entrance of 
new firms or by both. Let 

1 /V, .r.* < 



Fig. 18-5. 


new firms or by both. Let understand their 

us keep the two factors separate to pi-operly underslana 

implications. 
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First let us consider Uie posilson of a firm We Ijsmv that 
the firm s«ll be in eqmhbnum if it produces such an output that 
Its marginal cost equals price Marginal cost curve ts, therefore^ 
the supply curve of the individual firm 

In Fjg IBS, AC is the planning curve of the firm and A/C is 
the curve marginal to it Output cannot be less than Oil because 
diminishing costs are incompatible with perfect compeution ’ Hence 
only those portions of the two curves which he to the nght of 
arc rclcvani d being the mimma point of AC, to the ngEit of it 
AfC will be sloping upwards to Uie ngiit 

If somehow it wrerc not possible for the new fiirm to enter the 
field, the industry’s supply curve would have been i lateral summation 
of the supply curves of existing firms But perfect eompeiition is. 
charactcrued by free entry and exit 

CotidiUon pejftd tldsltctty «J iupply /actors Let us suppose 
that new producers who 
may enter the industry arc 
s effjoent, and can get 
fictors of producuon ai the 
same price, as the existing 
producers Tlien the once 
must rcmim at the level 
of minimum average cost 
of every individual fitm 
A rise III price will attract 
news firms and pnee will 
fall totlie same level again 
The numlier of firms will 
b- such that price equals 
marginal and average cost 
of every firm Hence 
Supply curve of the in- 
dustry will liepcifectlv ebsUc, running parallel to the * axis at a 
ditlance of minimum average cost of any given fimi. TTie position 
of rquildinum IS shown in Fig 10 6 Mu the supply cutvt and 
OD the demand curve Fqiulibnum price vnD be and 

equilibrium amount u 0 U 

hdasite npplj pj fatlssi. Now tliat mtrv of new f rjnt 

H pr»«sih!e but the nrw entrants ate tvn aselFcimt as thccvi'tiu^ 
prnducrrj. Then tV nuncinxl ciwi curiTsor the re»* firwluccrs 
v»ill he alxwe Umve of tlvc eaUimg j*rislucfrv In this cair, to 
aitiaet m-w, less eiqcimi, prodiicrn, or to L-tfuce ejottrgjTo- 
ducers in eaitiul their outpuu, a bi"ltrT irtue is reemuv l-argw 
V* pphn are ihin tn fir wociatnl wiiii hicfirr prvoM A'tsi rm 

r OiKvi W. 


Y 
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1 S„pp»- c»veor ... 

sibilitv' of entry 

Pn='tion ot equiuo.i 

firm.. isshotv-nin 

^18."5S,thesupplycu^: 

cur^e.' PM is thecquilib. 

““ ^iS-run equiUbrium 

price is abo 

run normal pnce. 

be noted ^^"^^^Jr^ioinent 
price may not at an 

loM-runoomi^llml. 7^'J™5L“£bW tato pb". 

P““ "•“ >“ 2.Zss r.- D«p..p A--., spaaav 

Cot^FE-rmoK Price a>-i> Cha-^ges 

We have °o‘«^j!5^JetSifriiS”is 3 

this discussion vte assumed determinants of de^ 

.changes. On the side of demand tse^^um^ 

othw than price, as p^lation, etc., do not 

Incomes, tastes, tiat a’ change in any ‘’“^“’’gj^arly 

We have shovm m Onapi^ V r.v.^ riemand curve. 

these factors vvill change ttm p< 

<jn the side of supply we Jiav« 
changes in taires, suteidiffi, 
etc., which will change the 

position of the supply curve^ 

Xet us nosv study the enem Oi 
such changes on the equi^p- 
tnn mice and output. This, 
would he a study m com- 
parative statics. ^ 

Efeci of ir.creme tn ctm'zr.a 
^'iprici. First let us taice a 
change in demand, say an 
increase in demand. VrTiat 
vaU be the effect of such a 
change on market price. 

In Hg. 18.8 DD is the 
original demand curve. 
lyw rep-esents an increase in 
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once* TTiis IS possible only sshen price settles at a 
re mv^a\t cat carwi, mlcrs-cis the average cost 
cui^j As we know, this occurs at th^ ininuna point of the 
ave age cost curt know that the mintraa point of the 

planning curve is also the mmima potnt of optimum scale 
of plant Hence under perfect competition every firm uses the 
optimum scale of plant and opiates tt at «s optimum 
capaciiv Average cost is thus the minimum po«sible In 
those industii ■$, therefore, where perlecl competition p evails, output 
IS produced ^t ihc least possible cost per unit of output In these 
industries the economic s>-ston aitains the highest effiaency More- 
over, m perfect compeinion there »s no place lor advertisement 
and other selling costs Production costs and costs of transportation 
tre the only cl -ments included in costs Once again the average 
costs stand at (heir minimum Price being equal to avenge cost, 
the consumer IS benefited to the rn-ximum from pe feet competi- 
tion He gels the products at cheapest rates He u enabled to 
purchase more goods witli hu given income and enjo> ihc maxi- 
mum consumer’s (or buytt s) surplus 

Wamfiafjf A monopoly is in equilibaum when marginal cost 
equals matguia! revxnuc This is thconlj condition of equilibrium 
Profit IS, as a rule, above norma! because enny u blocked for one reason 
or the other A monopolist ina> incur someselling costs to expand the 
size ofhis market Hemaydovotoacquaintalargernumbcrofpeoplc 
willi Ute existence as well as uses ofhis product In addiuon to pro- 
duction and transportauon costt, tlierrforc, the monopolist’s cost 
may include selling costs Moreover, though it is not impossible, 
yet It IS improbable that the monopolist pr^uces such an amount 
at which average cost equals average revenue A monopolisi’a 
aim is to maxmuse his gam and this gam very largely depends on the 
difference betwern price and average cost The consumer u, therefore, 
unlikely to get live product at average cost He has to pay a higher 
pnee than that. The monopohst goes on dvargmg this price, y ct the 
existence of supcmomal profit docs not result in any expamton of out- 
put There is, however, one saving feature A monopolist is likely 
to produce a given output cheaper than if the same output were pro- 
duced by t number of producers He is m a better position to take 
advantage of the econormes of scale Because of tins fact, it is not 
impossible to conceive of cases where, though the monopolist is earning 
high supernormal profit, the consumer is also getting the product 
cheaper than he could get if there were some compeution 

^fonapolistie e<nn/>cUUon In a state rd" equibbnum m monopolistic 
compcuuon margin'd cost equals marginal rev’enue and average 
cost equals average revenue In this position average revenue curve 

8 Thu concivn on ainved ■! in Cbapler XV by ssniming ideTilicat 
eoit curves In Oispicr XXI we »b*U see list ihfi eonchison hoJiU 
good even tn (^o^ esses where d (IWrar enterrnsers are of d RererK abil ty or 
tbe supply of other (actors is (ess thSs perfeedy dsuic. 
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■Rut 5i<: tVie average revenue 

is tangential to average cost curve. touch the average 

curve slopes dosrawards to S nortion of the latter. Tins 

cost curve only m the ^ equilibrium lies on tlic 

means a double disadvantage. Thp therefore the scale of 

falling portion of the ^ And, 

plant used by the thfS portion of the 

secondly, equiUbnum will jts opti- 

plant curve and hence the plant wU not ^^d each 

mum capacity. Consequently er Thus, there wiU 

plant wUl be used below its opUmum p ^ excessive 

L an excessive number of capacity of each 

capacity. But, ottimum because \he average revere 

plant IS not very far from the op r tly elastic). Nevertheless, 

curve is very elastic (though M P producers in mono- 

the costs are above the toimmum. ^ , • ^’j^^gusg the price for 

s»ur ssKVeh- .0 ' 

taste as well as his income. 



CHAPTER TlX 

\VAGi:S 

ISTRODVCTORY 


ings ol individ\iab mi^ht take cir takes only one of 

“f tSs. Z dc..™.ari Vic .™. »«.. 

Difimlim cj oesa In ^It include! all iuch 

for human cITott, or ot their penod, 

payment! .tre!pectn. ot the bast! «f Pf ?„lauee Tliu!. 

It the name by uhteh they are Inonn foreman, 

the talaty of a teacher, the lee of a doctor, the eaminp 
and the honorarium ot a '““^"'’iinn hewem eatmngs 

economist A distinction may, l»o Tliousrh both these 

L''Vi.pu';aS’;,1mt“t %oye-r make! to an employee 

ia.e!^--elSn;^3S»rS 

vkithin the same industry Vff*i , m workmc hours and 

explained by obvious factors like if « different 

eidcen<5. and ignorance, !"’dTs?^.e cons^^^^^ 

rates of SN-ages m difT^erent mduslnes v.h determined 

First let us study how wages m “ St''" a%-ailable to the 

\Vc shall assume, for simphaty, that all labour available to 

industry is homogeneous 

MaROINAI. PRODtermTT OF LABOt-R 

The uUvcnl conetpU Labour has an indirect utility 
ol a labourer derives its significance from the output ''’’.' J ‘ pJoren 
produce Employment of labour has two ^e pr^uct^ due 

Wages which he pays represent the loss nspcct the 

to labour is the gam aspect of it In arnvmg on the one 

employment of workers, he considers P^^ ft^^and the cost 
hand, and their wages, on the other — the return 
ol employing them 

Suppose an employer » to decide 'n^Set W his 

or not If he employs him, his ihc value of the 

total was^c bill will al«o increase He will R yer or an 

1 \Miere the choice between '•'“"Ilf® tl*' eircui»sU»e«» 

employee is op«i to woiken, wages vnO t« »n 
because of compenbon 
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his v.-a<-e bffl. In other 
additional product agamst oHabour against marginal 

vrords, he shall rveigh more than or equal to tl« 

^vage and ^^^ll employ him if the Jo- gpts in this respect are 

the marginal product and the margin 

average product and v.-age. ^„^ccnts 

FenVas «r ./ ntrrgiaa/ -S^mdu^" ma;gir.a^ 

of marginal ptoduct-margm^ phl^. In a^ 
mross re%-enue product, interest^, not in addition to the site 

money economy an | phvncal product), but m me n 

of his output (i.f. r^rlTret'enue In technical language, -n 

addition to the re<mrding emplovment tvorher 

employer m ma-^mg »- rnwnal net revenue product. 

or v.-o;kers, takes into accoun. marginal net ^ 

Let us explain it by an iili^tranom -“W in &e 

didonsof perfect competWon m ® one of the factories, 

market for its ivorkers Further ^^pp^ S producing 120 P^h^ 
vrorkers are alread% v.-heiher to employ 

shoes. Xov.-, the empl^cr is , ent of this vmrk« 

more v/orker or not. Suppose that p.,o pai^ 


;Trh;e; C^rnd^me the marginal physicid K=- f 

sell them in the market- ^fect compeddon m 

n-r nair As tlicre is, by assumptiop, perlect ^ e, 

5;od^. market, he can sell his adtoonal 20 

Emplmment of an -*fp SSiadng the r.rt 

Thh is' the marginal gross Te.-cnue produce 

addition to hL rer.'cnue, sve mu^i nml and other 

tvvo pairs of shoes, die worker tviH ^*?’vie loo’s. hloiC' 

malSials. .^dso there idll be some ' has to !>= 

over, the sale of shoes may take some time but me 1 ^ o-x 
paid as he finishes his work. There is, there the margit-^^ 

If deduedons m ^P^t of net res'cnue 

addition to the value of the output v.hcn 'pJ- ^ ddidord 

employed. It may al'o be defined the to-.l vn.u 
outmit due to the marginal worker, if expenditure on o.hcr 
remains the same. 

Mms' suppose dial competidon h imppfcct “ 
market. If the producer employs the v.orker ^ increas'd 

sdll increase by two pairs- To cnaOiC himself to s ,«te sho^? 


ice in compndng dm marginal net rtr.'cnue product o. me - 

2 TVja T?-^*- 5 *r wrc- 

rrkitrw-* |y^#?d-5?ci=M2r$'f.^1 procxrirtX •» 



we must deduct from the sale proceeds of the two additional pairs 
the loss of revenue on the previous amount Ihus, 

Marginal net “I rAdduional cost ofmatenals 

revenue product I _ Marginal gross_ J + addiuonal cost of 
under perfect { revenue product 5 tools+discount on advance 
s-ompctition J wages 

And 


Marginal net 
revenue product 
under imperfect 
competition 


}- 


/•Additional cost of materials 
. , 1 + additional cost of tools 

Marginal gross ^ j ^ discount on advance of 
revenue product } wages -f* loss of revenue 
I on output of intra mar- 
1 gmal workers due to a fill 
I in price 


MxFQtNAt. NtT ReVENtlE PRODUCT CuRVE 


Shape ofthi marginal phjsuitl product cutc We saw in Qiaptcr X 
that margijial physical product* due to labour is a fimciton of the 
number of labourers Suppose v%c increase the number of labourers 
one by one In the mitiil stages, the number of uorkers emplo>etl 
may prove too small for the given quantities of other factors Hence 
marginal physical product may increase as the number of labourers 
tucrcases A. point "clli however, come when the law ofdimmuhing 
returns begins to operate After tlm point, as the numfier of 
Itbourers u increased, marginal physical product wiJJ dechne Thus, 
the marginal physical product curve will slope upwards to llie tight 
»n the inilitl stages but after a point it will slope downwards to the 
right II IS of the shape of an inverted U • 

^furgiruit net reetaui prodiut rvrre Let us assume conditions 
of perfect compctiuon in 
the product market Also 
assume that the paces of 
materials and tools and also 
the rate of iniemt are given 
I urther assume that every 
worker causes the same wrar 
and tear of tools and uses Uie 
same amount of materials 
Then marginal net revenue 
product will be proportional 
to margmtl gross revenue 
ptotluct And as the latter 
M equil to the product of 
price and marginal physical 
product, marginal net 
revenue product will be 

3 Tfcrre cslinl Si surply maixinal jrod-ict breaixie the dntuictM 
tewerro ihe tii«« cnacrpu was »»» eoiuWetrit aectesfy at lb«t su» 

STluv tiM abrady h«eo arpird laCfcapwr X. The anraaeat haa b«a 
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proportional to marginal physical product. In other words, mar- 
ginal net revenue product curve will be shaped like the marginal 
physical product curve, i.e., a marginal net revenue product 
curve will have the shape of an inverted U, as shown in Fig. 19.h 

MP is the marginal net revenue product curve (Fig. 19'1). Up 
to die point Q,, marginal net revenue product curve rises so that 
mar^nal product is maximum (i.e., Q,M.), when the number of 
workers employed is OM. After Q. the curv'e slopes downwards to 
the right. 

Now, suppose that competition in the product market is imperlect. 
Then as more is produced and sold, price falls. In the initial stages,, 
therefore, as the number of workers is inn eased, marginal physical 
product increases, but marginal gross revenue product — and hence 
marginal net revenue product — does not increase as much. Similarly 
when marginal physical product falls, marginal net revenue product 
falls more rapidly. Hence the marginal net revenue product curve 
first rises less steeply and then falls more steeply than the marginal 
physical product _ curve. But, as with perfect competition, so iwth 
imperfect competition in the product market the marginal net revenue 
product cur\m has the shape of an inverted U. 


Inlerrelalion of marginal and average product curves. Like the marginal 



Fig. 19-2. 

both the curves slope downwards 
tceply tlian AP. 


net revenue product curve, 
average net revenue product 
curve can also be dratvn. 
The relation between the two 
will be the usual marginal- 
average relationship. Thrs 
is shown in Fig. 19.2, where 
MP and AP are respec- 
tively the marginal aud 
the average net revenue 
product curves. Both 
slope upwards in the initial 
stages. When the number 
of workers employed is 
MP begins to fall but AP 
is still rising till both of 
them are equal tvith employ- 
ment at OAi. After that 
to the right, MP falling more 


In the rest of this chapter we shall, for brevity, use the terms 
ii..il product and average product instead of marginal net 
> product and average net revenue product. 

Tim Wage Curves 

Perjecl competition in labour market. When competition in the 
market is perfect, there arc a large number of employers as 



WAces 


233 


■SSra“nrS^ 5 

?„Ea,’'uKS'r^r„r.f .he .a.e'' ^chedeh. feces . ,» 
TABLE 19 a 

Noor«»ta Merase Wese To.aUVasc hd, h.a^nan.asc 

la.. .A RS K» 


F„ an, n„m... .f .-rVm .n,Fl«.ed a.cagc and marpnat 

V.^Z'^ arp cquil and 
both rpnvun constant In 

other words marginal 
and nNCTagc vsTigc curves 

coincide and the resultant 

curac— call it wage line— ^ 4W 

runs ranUcl to the * axis ^ t ■ MW 

InFig 193 /IlU'ni Hthe ^ 

avage line OL is tl e wage 

rate prevailing m *' ^ j 

mark."! I 

Imptrftdlebetii marltt Tlir j 

ro„.,o„wdll^d.iTc™.«h™ qI 

competition in the lawnr 

market is imperfect If an Tg WS 

empWr decides to . _ attract them l> ■ 


empWr decides to | ^ « hieher 

emp'o) more workers Icwi l.sv-r to 1* ps' 1 noionl) J » 

rat? of ws-e* Tim h fh" hoi oh«d> ‘employed H s 

the addit.on.-U "orkecs Imt aim o thw^ai^ ^ 
wage sched lies wH lie of the kiwi P 

T \DI r 19 1* 

itii-eTLl! Martonal ''ts^ 
\or.r\Sotken Awak-eWair Vr."! {R» I 
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Both average and marginal wages tol avage 

a-o-rs^rllv. In 




WAGES 


^otto cmploied byhim “ 

l,SeLp^“edS't/0.^f;»^ 

wll dimmish by PPt P* When compeuuon m the 

ImpUcaltom >n labour market is perfect, 

marginal and a%crage 

wajs equal, ishates^ 

, \ the number of rsorkers 

b ^ employed ^Vhcll raargma 

§ \ prwluct IS equal to ntargmal 

§ K \ wage. It must also be 

\ equal to average wage 

^ 3£ AW/ ^In the diagram 19° - 

t p- 

1 — « 

N, OF WOflMM 

Fig 19-« , . — average wage (r'O 

marsinnl product .j„, E,u.l.taun. 

/oitwcl.™ V ™T /arm B "’'"rlcSlrd 

,!mployment of worker, by ‘ fact there u Ttrodiiet 

ptoUuct equab “'S',’?! ,'mSd It tt that the margtMl prodi et 

iondmon alto which mute be fuinuM And „ 

eorvemtenect. “X ,loJ? up-tl* "atTodu'?' u^e'^t 

SeTatnhB Srhappen ’ «» 

atopmg downward. ,hc marpnal product curce 

the marginal is-agc curve am 


Ml npntfSCT coMPCTiTioe* 

ptuTEcr coKPrnrwn 

,1 atP At a. 

Tlie two curve. “ .fdS m horn from above a ■» u" * 

.tfir from iKlw and at i 
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point of equilibritinu For, up to 01^1 mar^ual product is less- 
than marginal svage and there is a loss to the producer from 
employment. is the point of maximum revenue loss. F is the 
point of equilibrium. 

This gives us the important conclusion that it is only in the falling: 
portion of the marginal product curve of labour that equihbrium 
of employment by a firm can be established. It is thus only 
falling portion of this curve tvhich is the relevant portion for equihb- 
rium analy-sis. 

EqUHJBItrCM EsIPLOYIIEKT IX AX IXDUSTRY 

We know from our anah’sis of Chapter X\' that an mdustry 
(with different producers having identical cost curves ) is in equilibnum 
when in the case of every firm marginal cost equals marginal 
revenue and average cost equals average revenue. Let us see 
what form these conditions take in respect of employment oi 
labour. 

Equilibrium emplojmtnl by firms. Analogous to the first condition 
that marginal cost equals marginal revenue, yve here have the 
condition that marginal yvage equak marginal (net revenue) product. 
IMien this is so in the case of ey-ery- firm, no firm, as yve hay'e seen 
above, yvill have any tendency to increase or reduce the number oF 
yvorkers employed. Hoyv about the second condition? 

Equilibrium in the number of firms. Suppose yve are to calculate 
average product of a given number of yvorkers. We shall take the 
total revenue which results from the sale of the output. From this 
yve deduct payments which are due to the other factors which are 
used with labour. The balance is total rev'enue due to labour. This., 
divided by the number of workers, gives the average (net revenue) 
product of labour. 

At what rate do yve assess the payments due to other factors? In 
the case of land and capiial, market rates form the basis of calculating" 
these payments. In the case of entrepreneurship, it is normal profit 
yvnich is considered the payment due to it. Thus, in tracing the 
average product curve of labour, we allow for normal profit as the- 
rev.ard for the producer. If, then, in the case of every firm, average 
wage equals average product of labour, the industry' will be earning" 
normal profit. There will be no tendency' for the number of firms to 

employed w'ill represent the equilibrium 

Dcaiblt cqusdon with perfect compeliUon. Tims the two- 
equilibrium employment are that for ev'ery firm 
equalv marginal product of labour and average wage 
product. When competition is perfect, marginal 
''TiC" erage wage arc equal for all levels of employment. 

n- two conditions become one double condition: ric., 
era„e prouuct—xnargma! product~wage rate. 



Position of equilibrium 
iaoour market is shosvn in 
Uie picture 19 8 MP anil 
AP are the marginal and 
average product curves and 
^IIP/I/IV IS the ivage line 
01/ IS the equilibrium cm 
ployment of every firm be- 
cause with this employment 
average product, marginal 
product and wage, all, equal 
PM Obviously, this posi 
tion IS possible only when 
the wage line tangenually 
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wth perftrt compennon 
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r 


competition. Similarly, his wage 
Y 



No. OF WORKERS 
Fig. 19-10 


curves also rise more steeply.. 
His equilibrium employment 
■will be such as gives him 
the maximum monopoly 
gain. Fig. 19.10 shows the 
equilibrium employment oF 
a monopoUst-monopsonist. 
AF and il/P arc the average 
and marginal product curves^ 
of labour while A TV and 
MIV are the average and 
marginal product curr'cs. 
When the number of persons- 
employed is OAf, marginal 
rvage equals average wage. 
But average product, FAf, is 
higher tlian average ■wage. 


Q.M. PQRS is the monopoly gain which is maximum with this 


output. 


DETERMINA-nON OP WAGE RaTE IN AN INDUSTRY 


Assumption. Wage rate is the price at which labour is bought 
and sold, li is, like every other price, determined by the interaction 
•of forces of demand and supply. Actual working of the forces depends, 
on the market forms. Let us assume conditions of perfect competition 
in tlie product and the labour market. Let us assume that labour is 
homogeneous and tliat it is specific, i.e., mobility of labour benveen the 
industry under consideration and other industries is nil. 

The demand curve. In Figj 19-11, AdP is the marginal product 
curve of labour for an 
indmdual firm in the 
industry. The firm ss-ill 
employ such a number of 
workers that their marginal 
product equals die ■wage 
rate. IVhen the -wage rate 
equals PL, die number of 
Morkers is OL, and when ^ 
the wage rate equals Q,Af, 2 

he employs OjV workers. S; 

AIP is thus also the demand 
curve of the firm forlalxmr. 

Wc have seen that one . t N 

condition for equilibrium cm- WORKERS 

plo'ymcnt of a firm is diat Fig. 19-11 

the marginal product curve intersects the wage line from above. 
'Yc concluded from this tliat it is only the falling portion of the mar- 
mnal product cinv-c which fe relevant to cquililirium. Hence the 
tv mand curve of a firm for labour «lopcs dov.-nwards to the right, 
tjvcr ji 5 xclrv-ant portion. ^ 




WAOEb 


Demand for labour in the industry comes from the producers and is. 
the sum of the demands of individual firms Industry s demand curve 
for labour IS, therefore, obtained by the latcralsummaiionoJ individual 
demands curves As demand carves of all firms slope doivnivards,. 
demand curve of the mdustry, as a whole, also slopes downwards 
The svpptjy curve The question of supply of labour is rather 
tichhsli Supply of labour depends on the size and composition of the 
^oup of people from whidi labour for this mdustry is reennied (hhour 
being specific) It also depends on die efficiency of the tvorkers, and 
iiours of vork per day or, belter suH, working hou« per year 

The effect of a rise in wages on numbers ts uncertain We have 
seen m Chapter XI 1 that Malihus and his followers held the opinion 
that every increase m wages would lead to an increase jn the number 
of workers so that wages will aivv-iy's tend towards the 
minimum level, which wns just enough to provide the worker with 
existence This they called ihe subsistence level of wages Thus,, 
the long run supply curv c of laliout was taken as parallel to the x a-xis 
It a height represented by sulivisience level T1 e matter, however, is 
too complex Many moral factors and social tendencies are involved m 
the picture Ri«e mvvagesmay leadtoansc m (he standard of living, 
viid may not result man increase m numbers Still.vvc might conclude 
thatarise in wages is likely to increase numbers >n many cases tlough 
It may not be as much as bnngs wages back to subsistci.ee level 
If a rise m wages leads to a rise in the standard of living, efficiency 
wiJ! lie favourably affected Ahigher standard of living for workers,, 
especially m a cot ntry like India, means that more necessaries and 
comforts become available to the worker which will make him more 
Jiealihy and happy Po»iUvc relation between effiaency and w^ges 
IS ividely recognized * 


IS ividely reco^izcd * 
The effect of wages o 


LABOm HOURS 
Tig 191? 


the length of working hours is abo un- 
certain Work after a limit is 
no pleasure and u thought of' 
as giving disutility A worker 
will work such a number of 
hours that earning of the 
marginal hour equals dis- 
utility of work m that hour 
Marginal dtsiilihty of work, 
increases as the hours 
of work increase Hence he 
would be prepared to work, 
for longer hours only if he 
were offered higher wages 

■ ^ per hour • Hence the higher 

the wages, the larger the 
number of houn he will 


r Chapter YJ 

C if Iwufi of MoeV per diy an 


would ihenMr that he woul^ be 


e day* {a a year only when wag* rate per day 
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be prepared to ^sork and vice versa. But, this conclusion is not 
unexceptionable. ^V}len wants of the workers are inelastic, a rise 
in wages per hour will lead to a reduction in the number of hours 
they w’ill be prepared to work. And when w'ants are elastic, they 
require more time to enjoy the fruits of their earning. Tliey want 
to see more theatrical shows and enjoy more picnics, etc., etc. 
All this requires that they have more leisure. Wliile, therefore, thc>' 
are happy to have higher earnings, they would also like to have moi e 
leisure, that is, work less hours. WTtat generally, tlierefore, happens 
is that up to a level a rise in tvages induces them to w’ork more hours 
in a day (or days in a year), but beyond a point the number of hours 
they W'ould tvork decreases as w'ages rise. Fig. 19’ 12 shows the 
position. OS is the supply curv'c of labour hours. As w age per hour 
rises from OL to OL^ supply of labour hours increases from LP to LjO,. 
At (2. tlte supply curve of labour hours is vertical and beyond it, it 
slopes back. If w'age per hour is raised from OL^ to 0L«, supply 
-of labour hours will diminish from to L«R. 

It may', however, be noted that it is possible that as w'age rate is 
raised, supply of labour increases even if supply of labour hours de- 
• creases. For, efficiency is apt to increase firstly because wages are 
higher and secondly because hours w’orked are less. 

What is our over-all conclusion? A rise in w'ages will most 
probably increase efficiency. It is also likely to increase the number 
-of workers though we cannot be certain of that. And up to a point 
it tvill induce the w’orkers to work for more hours per day, or more 
days per y'ear. If,^ therefore, we draw a typical supply curve, it trill 


■■ In Fig. 19 - 13 , DD is the 
demand curve for labour. 
As explained above, it 
slopes dotvnwards to the 
right. is the supply' curve. 
The ttvo curves intersect 
nt P. PM tvill be the equili- 
brium rate of wages and 
OAl will be the equilibrium 
employment of the industry. 


Slope upwards to me right. 

Intersection qf the two cui 
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Circumstances in which suffering will jn’J^ch suffer- 

■'f ing caused is much less than 

t3 imagined; it may be e\cn 

§ negligible. In Fig. 19.14 y c 

o , p' have nvo diagrams, hlas- 

W r:;;: p R tidn^ of the marginal product 

Sw curve, in the relevant por- 

§ X tion, is lower in diagram A 

w N. jn diagram B. Unem- 

"Cr ''n \ plosTuent caused m the 

^ \\p former case is less. Hence 

S MP the extent of unemplosTOent 

-Y depends on this elastiaty. 

^ fjp M Elasticity of demand lor 

Hg. 19-14 labour depen(k on how 1^ 

other factors can replace ^^bou^ ’'E^^S^of^cS? specialised 
stitution of other factors _pj„ce the number of labourers 

r5?n .»d .o «p..c=d 

Y to pass the burden on to 

the consiuners by raismg 
« the price. If the demand 

§ ^ for the product at and near 

the prevailing price is 1«^ 

= elastic, a rise m price mb 

^ not much reduce the 

g; ni amount demanded. But a 


rise in price of the product 
^P ^ means that the marginal 


^ net revenue product curve 

of laboiu shifts up and 

— oi X there may be no or litUe 

No- Or WORKERS ^ '''' unemployment ^used. In 

Fg. 19.16, as the pnce ol 
Fig. 19.16 the product is raised, 

marginal producUvity curve shifts from AiP to mp. Rise m 
tvages is from OM to Om. Hence unemployment caused 
only Zi, and not LL' which it would have been if there had 
occurred no change in the price of the product. 

Another possibility is that the producers attempt to pay the 
other factors less. To the extent that the supply of other factors 
is inelastic, the other factors will accept the losvcr rates. This means 
that payments to quantities used of other factors tvill fall and hence 
margin^ product of every amount of labour will increase. Once 
again, marginal product curve will shift up and little tmemploymcnt 
may be caused. 
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\ lluril n ihat a raMC in Ihc "agr rue Tai»o the 

^fiKicncy oT «he Hwim. Protlurttvc power of eadi worlrr hating 
jnaenicd, the rmrginal jirodoci eurvx will tluft to ao upper 
pottuon, and m the net> iwmoii of equilibrium the number of >» oricn 
rmpln^rd mat not l»e lew or mat not l>e much ic^s than brforr In 
tlw light of ihe Niewi ntprewtl Profrtsor Pigou, mIucIi we have 
rrpTodueed in Chapter VI mere 1*0111 efiinmcv « very likely to follow 
upon t?ir me itt wages 

Inirmiiy of the sirfTenng of those who are thrown out of em- 
p'ovmem nuy lie reduced by the exHiencr of uncmploymnit licncfu 
If tins liaiefii IS not much levs than the wage rite wfucli nrci^iled 
lief Iff thf minimum w-age rair wa* fixed, the uneinpbyrrl do 
not sulTer murli los and ihow who trntain in employment get a 
iu*ntaniial gam 

UrtATtv'c Ratc Of Uacei* 

Wages in a fon>ivetiiive indmtry equal ihr mstginaJ {net 
revenue j nrodiiri of Ulwu- Suppwe maiginal |ifodiiCt of laljotir 
in two imiiisirtni is unrfpiil Waix rates in these two industries 
smU also Ir unrqu-U llietc will then lie an mdiicrmenl for the 
workers to move from the ludusirv where wages are loss in the induiiry 
in whirh they are high Surh innsrmenis should remosr th» ^dl^^ef• 
snien lietween wages m slilTerent mdicvines Why is ii then that 
sstges ecmitnue to l»e dilTcrent m slifTcreni oecupauofts ? We ihall 
Siurlv (hii question m (hire steps 

1 VKv/ /ef»*</ i'^nrxm IlMtxuniai molnljiv o| Uliouf It J/Af 
ill the s*HKt petuid In such a perwl »i is not ywasib'e for matori 
to Ixcome trammiths or for seaciters so liermne Uwyrrs Many 
i'llis retjuirr that tome knowledge and iTaifung air acquired and 
acquifcroent of knowledge awl tiasnmq ukrs imw Him, if earnings 
of lawyers ate higf er than shine of tcachrn on aceou t of ddferent 
sJenvand and supply forwliiioes, the ditTfirnre will tosiunoe f’f n rrr 
tirw Meat the yourg trer, wlohave to make a ehesreef lltr 

C t^'-sslons tlvey wsniU enter, wsB nme rhotwe to Jx iasevrrs and 
■s ti> W tescJ ns As the nutrler of h.'ewT increases at o of tl/c 
latter tails, earrings • f the erfsnren will fall and « f ilie so*vrT,sevs ssill 
roe nil they are eqial l« tine t-eanwSle the tLfrtrncc emtiffurs 
to sniit, 

2 As we Kasr firsntesl tut abos*-, 

•' ”'emwrs In war»-s in ihffe*mt osxujwiiom shseitj sannh if 
ts"ve IS alWrd fw adj-rt— sent. And, sn fact, derwe difTetcmrs tin 
d's*'site to « srry lifSr rsteti' "nie dFcrmcrs of wages w^-rh 
we g“op»aJy (peak of are tnsve aj'ysjtrmr than real Ik ercrpi/I'i" 
rAMuet^iln two tndrt'neqw** gwesaPy reir**iW i-v-ew^ w»~<^ te’t 
a id tos-vlea'uTwsrcw f»ir r*Kf *dsan*»res aAd 

<yt*y-rj ia« 3 i*»*'SS-*TV, In fsewjvi'jre i*^ »a*r^'Ts 
rf t»*j cee.*sis,-«it, we she»_M laV" aa^r^i* ’ ti real tuS rA« 

B r-.-n'U war-s- litat s*, we 1*^ aay rrrfWTsvfr a'f tvx ‘s Aed 

S la sSa* <4sr*sw-«i -wiiaadiwfwefv **» *r(**r4 »« 
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demerits of emplosTncnt in one industry with those of the other 
rather than comparing money payments only. 

Work in .some industries is disagreeable and a higher wage rate 
only will attract workers to such industries. Tltc additional 
wages paid arc to offset the disagrccablcness. Some inditstnes 
offer additional advantages in the form of free Itouscs or liveries or 
facilities of cheap stores to their employees. In such cases work^ 
may be prepared to work for lower money wages because they realise 
that the balance is being paid to them in the form of other concessions. 
In some industries like ship-building or construction of houses, em- 
ployment comes by fits and starts so that there is no continuity of 
cmplosment. There arc industries in which tvorkers have little scope 
for future success or few chances of any additional income. Some 
industries give provident fund and pension facilities while others 
do not. Then there arc industries where there are high ^t)sts 
of the job. For instance, possession of costly tools or a good 
library may be essential. There arc thus a large number of 
factors in respect of which cmplosment in different industries 
is dissimilar. Workers in making a choice between two industries 
take into account all such factors in addition to money wage rates 
which obtain. \Vhen there is sufficient time for adjustment, real 
wages in different industries will tend to be equal. If they are different 
in any two industries, more workers will enter the industry where 
wage rate is high and less where it is lose till the difference is bridged. 

3. Long period real differences. The fact of the matter, however, 
is that even if wc make allowance for all the factors mentioned above, 
that is, even if ts'c compare real wages in the long run, wc find that 
some differences continue to exist. How arc we to explain these 
differences ? 

Fherc arc three possible explanations which can be given for 
such real and persisting differences when they exist. First, there 
are a large number of industries where a natural aptitude for the 
work to be done is neccssars’. For example, evert’ one of us cannot 
be a good pamter because painting requires, in addition to know- 
ledge and trainmg, an aptitude w’hich is God-given gift and cannot 
be acquired. Similarly, to become an engineer, a person must 
have the power of grasp of mathematical methods. A musician may 
be ab.e to increase his knowledge of the science of music but melody 
o. \oice is natural and cannot be acquired. If tvages in occupations 
.cqiunng natural aptitudes are high, ihct- continue to remain high 
Ijccause it is not possible to adjust supply to .demand. 

.A second factor is the large initial investment required for 
certain occupations. A lengthy costly course of education may be 
necessary for certain occupations. Thus, engineers and doctors 
invest large sums of money and long periods of their lives in acquiring 
the know ledge required for their jobs. It may so happen that in some 
of these occupations earnings are disproportionately high even if "'C 
make allowance for their initial investments of time and money- 
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And, >et, U may be that ihcir earnings cannot be brought donn by 
competition because there are not many persons svho can command 
or afford the initial investment 

Lastly, it may be that entry m some industries is restncted by 
law or by guilds Entry for the new entrants may be made conditional 
upon passing some tests tv Inch are very severe and to which not many 
can prove equal Or, a long period of apprenticeship may be made 
necessary and the number of apprenuces allowed to an emplo>er 
may be restricted Rcstncuons of all these types exist in India in the 
vvay of entry into the class of chartered accoununts 

Classical View op Ukemplovwekt 

Marginal productivity and wages must lie equal m every 
industry Now, suppose wage rate m one industry rises There 
may be either of two reasons font It ro^ be that demand for the 
product of the industry has increased To produce more, labour 
has lobe attracted from other industries and this is done by raising die 
rate of wages A new adjustment of distribution of labour among 
various industries becomes necessarv whicii comes about in due 
course of time 

The cause of rise m wages maybe the result of fixing a 
mmimum wage b>, say, a trade union Number of workers em- 
ployed in this industry wiU dimmish There is no compensating 
demand for labour in other industries to absorb those who are 
thrown out of employment The unemployed, unless they deade 
to remain unemplovcd, may uiumatcly shift to other industnea and 
accept lower wages Or, th^ may break the bonds of their union 
and accept lower wages m the same industry 

On the basis of the above argument, classical writers concluded 
that in the long run, wage rate must be such that all workers arc 
employed There is thus no scope for involuntary unemployment, 
ctcept that some unemployment may result from fnction m the 
way of mobility of labour Shifts from one industry to others may 
lake some time Even the making of decision to break the bonds of the 
union may take some time It is during this tune that the workers 
remain unemployed Thus, even if there is depression m ihcmdustry, 
workers thrown out from that industry will be accommodated m other 
indusuies, in due course of tunc 

Tlius, general glut and general unemployment are considered 
jRipowible But experience ftf the last One hundred and fifty y'can 
shows that existence of unemplovroeiit not only m individual in- 
dustries, but in a'tnosV all industries at a tune, is not only possible but 
a frequent phenomenon Marginal producUvity theory may 
explain die level of employment m m^vadual industries, but there 
must be some other determinant of aggregate lei e! of employment in 
the cconoaiy \Vc postpone the study of macro-economic aspect of 
•emp’oyment to Qiaptcr XXX 



CHAPTER XX 

INTEREST 
Meaning of Interest 

The main quesUon 

the rate of interest ^'^^ermined. ^cr to th^ 

closely linked with the meaning We first take 

It also depends on our notion regarding its nature. 

up the question of its meaning. 

Merest is payment for the use^of to 

his “Principles of Economics speaks of inte j,cw 

capital. He defines it as the anticipated (definition 

investments of free capital”^ wealth used for 

are rather difficult to accept Capital payments 

productive purposes. Hire of furmture and simil^ 

Live to be treated as interest because such payments y and 

me of capital. However, we pay interest funda- 

not on hired furmture. The second l™P'‘'^ption i 
mental nature. A borrower at the time of tepaym ^ parlance 
more than he receives at the time of borrowing. In d y -borrow 

this additional payment is called interest. Now, a P -^.-nuld apply 
for purposes of production or consumption. a loans only- 

the term interest to pa-yment for the use ^ of borroivers 

Here it is the general use which is correct. If the itumbe , ^ a^ a 
in the market increases, they «ert ^ * Irrespective 

result of which rate of interest is likely to nse. This happem » P o' 
of the fact whether the new borrowers require loans 1®^ P“ P poi 
production or consumption. The appearance of a tlr 

borrower exerts not only a similar but the same i rr__(.es whic! 
market as a new production borrower. In the analysis jj^ptio 

determine interest, distinction between production an 
borrowers is, therefore, meaningless. Interest is the p y , ^ 

for the use of money loans, whetlier they are consump 
production loans. ^ 

Gross and net interest. In another respect, ^ j„ by 

term interest is rather confounding. Addmonal payme . 

borrower to a lender is not for die use of ®^®®®y Lerefoi 

eludes payments in respect of some other items ^ed ^n® , i ^ 

better called gross interest. It includes, in addition p 
interest, pa-yment for the risk that loaned money may „ jj a 

at all. A government can borrow cheaper than a bm becai- 

" ■ average businessman cheaper than an artisan. i vrncnt 

risk of non-payment is different in differentcases. ricn i 
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The main question to be answered in this chapter^ is : hon is 
the rate of interest determined. Answer to this question is verj 
closely linked i^th the meaning in which we use the term intcrist. 
It also depends on our notion regarding its nature. We first take 
up the question of its meaning. 

Interest is papneni for the use mon^ loans. Jvlarshall throughout 

his “Principles of Economics ” speaks of interest reference to 
capital. He defines it as “the anticipated net earning .*1^" 
investments of free capital’’^ Two implications of this defnution 
are rather difficult to accept. Capital includes all wealth used lor 
productive purposes. Hire of furniture and other similar payrnenb 
ha%'c to be treated as interest because such pasTnenis are made for t.te 
use of capital. Hoteever, tve pay interest on Ixirrowcd money an 
not on hired furniture. The second implication is of a more funda- 
mental nature. A borrower at the time of repavTnent of loan 
more than he receives at the time ofborrowing. In day-to-day parlance 
this additional payment is called interest. Now, a person may borro.'’^ 
for purposes of production or consumption, ilarshall would apniy 
the term interest to payment for the use of production loans only- 
Here it is the general use which is correct. If the number of borrov.crs 
in tlic maritet increases, they exert a pressure on the market a'- a 
result of which rate of interest is likely to rise. This happens irrespective 
of the fact whether the new borrowers require loans for purposes^ o* 
production or consumption. The appearance of a nesv consumption 
boiTov.-cr exerts no: only a similar but the same influence on the 
market as a new production borrower. In the analysis of forces unicn 
determine interest, distinction between production and consumpt'O*’ 
Ijorross-crs is, tlicrcforc, meaningless. Interest is the payment made 
for the use of money loaits, whether they are consumption loans or 
{iroduction loans. 

Gross ar.i rri tr.ierrsi. In another respect, general u'C of the 
term interest is r-allirr confounding. Additional payment made bv •» 
linrrowcr to a lender is not for tlic use of money loan only- 
dudes paymems in respect of some other items as ss'cll and is, thCTef'tCj 
l>eiteT called geo's interest. It indadcs. in addition to pare or tw- 
interest, paym'T.t for the ri<k that loaned money may not fie reiurn' ^ 
at all, A govcTOinent can borrow cheaper than a businessman 
an average InMincsTnan cheaper than an artisan. This is Isecmn 
t-'i" n.-k of r.on-paym-ni is difTerentin diffirent cates. Hence p'lym'-nt 
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on t!»H account dilTm from loan to loan Some tx»rro%'cn come 
to the lender to mum t!»e amount liorro\'nl Tl»«e are othen 
v.hfwc door the Irrufcrimwl knock a numlier of tjme^ Irforc he cm 
reeovTT the sum advanord TTie latter ha* to pa> lomrihin? for this 
InmntTniener Latil), Joan* ma) l>e Ijrwronr^ and repaid m con- 
trnient or incomemcnt inttalmrnty In die luirr cajc the Jender 
ha* to keep Jrns;ih>» Imthrrwine arrmmit for *»)»rb he must be p.tid 
Gnm mtemt le*t the pa>7nem» for f»k and inronxmirnct mvoUrd, i$ 
net mterwt or tnteTr*t proper In n perfect market where borrtjwm 
atul lenders haNT a eomplele knowlcd^ < f \*hal n happtnint; in 
difrcrent part* of it rMe « f net mtereti mu'i lie the lame m all parts 
Our anal)'S)s of determiniion of rate of imeresi apphr* to net 
interest 

Roue of interest cliarwd alto dejiendt mwn the period of the loan 
r^m; term rale of interest Is hiijher tinn diort term rate Some people 
fr^ to explain the difference l>cts\een the Uso h> that a Ixrrosver 

pjjx a higher rate for a long term loan became he i* saved the l»thera« 
tion of finding a lender agim and agrin C it it can be argued 4 n 
the other side that a Jong term loan sss'cs the lender nl«> the bothera* 
ti «i nf hndinga Ijorrnwer alter every shori inicraal The real explain, 
tton of the difference between the two rates hes m ilir difference of risk 
involved Tlie longer the period the mote the unccrUaintiei and hence 
tlie greater the risk of the borrower going bankrupt Net rate of 
uurrest i* the same v.hrth«^ the period u long or short 

^NATtRf or IVTtJtKT 

There are some economists who hold that sa% ing u a function of 
the rate of interest and attrdmte charging ofinteresi to time preference 
In this category v^e ma) place Rohm iJaurrk Marshall and fisher 
On the other hand, Keynw treats saving as a function of income and 
explains interest m terms of liquidity preference 

Uijf relf ef tnUrrsl u p^ntut kVe have seen tliat people save 
for making provasionfor their family, for ibemselvTS, and for earning 
in income Problem with some of those who save for themselves 
and their family may be how to keep the amount saved m safe 
custwK Such yieople may lie nrenared to pay something for this 
“safety* and this payment would lie negative interest 'lliere arv. 
others who would be prepared to lend at rero interest But at ncgaiive 
or zero rate of interest money loans demanded would in llus v.orld 
highly exceed their supply Hence Iwirowers have to approach those 
V ho would not lend without a positive interest And when inicr«t 
IS paid to some, even those who would otherwise Irnd at no intciest 
or negativT interest, have to Ise paid the currcnl rate 

Initreil et the pru< of uaiUitg Tlie question is why most of the 
borrowers must be pud interest to be induced to save Marshall 
comtdcTS interest as the reward for waiting Saving represents the 
excess of income over expenditure When a man earns and does n o 
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spend, sa^^^g com^ into existence. Sa%-ing, therefore, 
ponement of enjoyment of income; it involves M-aiOng for p 

tion. Those who demand interest do so because they claim to be 
rewarded for this waiting. 


■Waiting, as used bv Marshall. impUcs exchange of future 
satisfactions for present satisfactions. Lenders do this and clam an 
excess of future satisfactions as compared wrth present satislacuons 
foregone. The question then boils douTi to this* why are 
satisfactions preferred to future satisfactions? That mterest is 
price of waiting thus turns out to be a question of wh\ people nav 
time preference, or. why they place a premium on present goo s as 
compared idth future goods. 


One explanation of time preference is uncertainty about t le 
future. One is not sure if loan wall be i epaid. Setting this ^de^a 
an element of risk which we have already disentangled from ’ 

there is yet what Bohm-Bawerk has called the ‘perspective under- 
estimate*' of the future. Wehav'e a myopic vbion, as it w'ere, regarding 
the future requirements. Present requirements are somehow' more 
real, they are more clearly perceived, and their urgen^ very much 
felt. Secondly, most people somehow feel that they wiU be better 
off in future Aan at present. That is, not ordy will the frturc 
requirements be not as pressing as they are to-day', income will mso 
be higher. They, therefore, feel that they will be less in need oi 
money in future than they' are today.® 

The rate of interest which wiU induce a person to save is propor- 
tional to the rate of his time preference. The rate of time preference 
differs from person to person. Persons who do not have a 
vision of their future, those vs ho must spend much by' habit 
or lack of self-control, those who think they' will die soon, and these 
who are not much interested in their IJth and kin, have a high rate 
of time preference. Such persons must be promised a liigh rale of 
interest if they' are to save. On the other hand, people who are 
far-sighted, or who can control their expenses, or who have sufficient 
consideration for their family and dependents, have a low time 
preference. 


InWesl as the price of paritng jcith liquidity. Keynes points out that 
in respect of time preference, a person has to make two deci'iom. 
First, how much of his income he would spend and how much he 
vvould save. The second decision to be made is in what form he would 
l.-ep his saving (past as weU as current.) TIiosc who con<;idcr 
interest as a reward for w ailing attribute it only' to the first constituent 
of time preference. In fact it is attributable to the second. An 
individual generally keeps a part of his saving in llic form of cash and 
the balance in the form of loans and capital assets, i.e., bond' and 

2 Boa-n-Ea»crk adds a t'nsrd ocplanatian, nc , tsdi-iical •'uperio-i:} of 
P''~cnt cwvJs o^crAitu-c goads which racacs Icclaiical rapcriorin of rouco- 
about mcihodi oC prodticuoi- 
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aianymofR®*'* ^ .« nt -inv umc »tth ,* am unie 

a. .Ha. „.„ 

ii*i* 

for agv™.ng .o ""'"ft;,*'” Sg''".* l"u..l..y for J'.*"""* P"‘°‘‘ 
mlctot 1! .he pay mtat tor P >'. « , , „f „oi hoardmg 

It .! thus the levard, aot of «aitmg. »» 


CiJtssicap Tiitoai of IstsaErr 


CIJhSSICAI. I 

Interest is paid for the m\he of 

It », therefore, determined ^ and the forces of 

• demand for wauing , ”*« ^nd for snaiung comes from 

S5H:'-H.Ti3;S:::£^=j 

'S-SS^iSii'S5~!.fH 

or capital that .tiinat8.nalp^ae n f_^,„„, ptoducets os^ 


ef'cap.tal that lit ””8™. P^'^, ‘"'rate oAetwes. 

Itevrdeotly Hence mvettment demand carve 

■?p.^,%ell^l«.X;^He%^ _ 

* .i-._-.ee Savi 


camial slopes downwards to the r«S»*' , .an ,rrunt\. level of 

The stipplj' r“'t"' •'/ *"^’’2", people and the like 

HExls%fel?f5|S2 

riff nf interest and save more at a low people vm» Rc 

mlny, mtetet tetve. at an .nom.^^ « a. a lover 

induced to save more at a bighe s„ppK curve of capital. p 
On balance, the saving curve ,tr . ^»VV 
upwards 
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Equalilj of saving and intestmiit. In any marketj rate of interest 

settles at the point at 
v.-hich aggr^te demand 
for capital equals aggre- 
gate supply* At the point 
of equilibrium saving and 
investment are equal. 

In the above diagram 
I IS the investment de- 
mand curve rshile S h 
the supply curve of 
savings. PSf V' rate o*. 
interest which eouil*— 
brakes the twc- MaTginal 
_ productivity of capital 
M ^'w-ill be jtisl a suliident 

CAPITAL inducement to bring into- 

Fis. 20-1. existence the requirrf 

marginal instalment of saving. This marginal p'bductivity wil ^ 
equ^ to the rate of interest as well as to the nrJnimum return 
which the marginal lender expects. At any other rate, there vvi 
be a disequilibrium. 

Xeo-Classicl«. Theohy of Interest 

Supply of and d‘unand for truiny loans. This theorv goes by the 
name ofloauabie fund theory becau^ it defines interest as the payment 
made for the use of moaej- loans. There are in the market, on the 
one hand. lenders who supply mortcy loans. On the other hanjh 
there are borrowers who demand money loans. Rate of interest win 
be such as brings supply and demand into equilibrium. 

The supply curve. There are mo sources of supply of money 
loans. One exists in the general saving public. In accordance with 
his dme preference, every individual has his individual supply 
schedule of loans. Su mmi ng up the individual supply schedules, 
w-e arrive at the supply schedule of money loans for the saving public- 
Xow those who have high time preference will not save at a low rate 
of interest. As the rate of interest rises, more and more join the ranks- 
of savers and those, who were already saving, save more. The supply 
of loanable funds is thus interest-elastic. The higher the rate of 
interest, the larger is the supply of loans and rice rersa. 

Banking sv-stem is also a supplier of money loans. Every bank 
ha= to make a decision regarding the extent to which it will make use 
of its capacitv- to lend. If it lends more, it earns more. If, on the 
thcr hand, the bank lends less, it strengthens its liquidity, i.e.. its 
to meet the demands made on it. Interest is the price of 
iquidity.^ 5Vhen rate of interest is high, the reward for parting with 
quidity b high and hence they will be prepared to lend morc- 
t a lower rate of interest they will lend less. 
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Supply scl\ed«!coftnonc> loansof the market is u composite of 
swppiv schecltilesoflcndjn^puWicand tholwnki The supply iciirdules. 
of both of Uicm slope upwards and hence the market supply schedule 
slopes upvs-ards There arc some lenders «ho are prepared to lend 
csTn when the rate of interest is ne^tisc Some lend Vilien the rate 
rises to aero As the rate of interest rises further the supply goes on 
increasing Tlie supply curw of money loam ilicrefore, starts fronv 
lieloav the X axis and then rises abme slopii g upwards to the right 
The danruid nint Demand foi money loans comes from two- 
groups of people — consumption Itorrowers and production borrowers 
A person liorrowa lor consumpli >n either lierause he considers his 
present wants to lie more nigent than some of the wants winch arc 
expected to arue in the future, nr Ijccause } e expects his income 
to increase m future while he docs not expect his wants to increase 
proporuonalely In cither case he has some wants to satisfy todas 
lor which he thinks he will lie able to spare money at a future date 
His problem, therefoie is toconsert his m uit\ in future into money ot 

{ irescnt and he is prepared to yias intemt foi the solution of tins prtv- 
^em The lender does tins job for him ind gets mteresi Olniouss 
the rate of interest, he w ptep-ated to pay depends on the cxiewl of 
Im preference of his money at present to money in future lit the 
case of tome persons this preference is greater than in tlie case of 
others rtiso in the case of an indistdual this preference is higher 
for some wants than for oUim If the rate of interest u high, some 
will not borross while others svall borrow less As the rate of interest 
falls, existing borrowers borross more and some new borrowers also- 
enter the market Law of demand is thus applicable to coruumpiioii 
loans 

Law of demand holds good m the case of production loans abo 
There are always a 
number of schemes 
open to the producers 
Some of them are 
expected to prove more 
lucratne than others 
•As the rate of interest 
falls, many schemes 
svKicK stood rejected 
at the higher rate, arc 
earned out at the 
new rate At a higher 
rate of interest more 
schemes ate foregone 
htmecim cf demand 
i^nd svpplv euTvts TJjus 
we find that the 
demand cuixe for 
money loans slopes Fig 20^ 

downwards to the nght wlule ihc supidy curve slopes upwards 
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ii is the function of the rate of interest to equalise demand for 
money loans tsatli supply of them, tlie point of intersection of the 
two curt'cs represents the position of equilibrium. In the diagram 
20'2, PM is the rale of interest at rvhich supply of, as well as 
■demand for money loans, is equal to OM. 

Keynes’ Theory of Interest 

Alolives for holding cash. There are two factors which togetlier 
■determine the rate of interest. One is the quantity of money. The 
other is people’s desire is to hold cash, i.e., liquidity preference. Tlie 
amount of cash which people desire to hold is not a fixed amount. 
It is primarily a function of the rate of interest.* Variations in the 
rate of interest are accompanied by changes in liquidity preference. 
Liquidity preference is, therefore, a schedule showing different quan- 
tities of cash which people would at any given time hke to hold at 
various rates of interest. KoxTies mentions three motives for holding 
•casli : 

1 . Transaction motive. Everybody must keep some laoney witli 
him for the transaction of his current business. 'Tliis current business 
may relate to personal or business tiransactions. These transactions 
-are of more or less a regular nature. 

2. Precautionary Motive. Some cash may also be kept to meet 
unforeseen contingencies. Such contingencies may arise in respect 
of personal requirements as well as business dealings. Preference 
to keep, for this purpose, non-interest yielding cash rather than pur- 
chasing an interest tdelding debt is due to two reasons. The con- 
tingent need may arise before maturity of the debt. Then it has 
got to be discounted, and there may be no organised market for this 
purpose. The second reason lies in the imcertainty about the future 
rate of interest. WTten the need for cash arises, rate of discount may 
be high and the loss may be great. 

3. Speculative motive. At any given time theie must be a 
nurabCT of people, small or large, who think that the rate of interest 
in the immediate future will rise. Tliey hold their resources in cash 
with a \dew to profiting from such a change. 

Determinants of liquidity prferencc. Obviously, both in the case 
•of precautionaiy as well as the speculative motive, preference to keep 
^sh arises from uncertainties about what will be the rate of interest 
m future. For, if we could be certain what rate of interest would 
prevail in the near future, rate of interest today would adjust itself 
accordingly. 

It would make discussion easier if v/e bracket liquidity pre- 
‘ ■'•e due to transaction motive and precautionaiy motive together 

iian'd’i "-ord “primarily” advisedly used. As shall be shoum presently, 
"vAJ , ' Ptc'crmec on some accounts depends merely on the level ol income. 

s atementis, however, in die spirit of Keynesian approach. 
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and call it and call liquidity prefereDce due to speailative motive 
i. The pnmary determinant ®f i, is the level ot income With 
a nsc III incomes, ij will increase and nee rtrsa Changes m/thc rate 
of interest do not have any direct influence on it (unless) such changes 
arc violent Such changes may, however, indirectly influence n by 
influencing the level of incomes but that is only to a v ery limited extent 
Hence Lf is not very sensitive to changes in the rate of interest 
In technical language, function is intercst-mclasiic at moderate 
rates of interest 

i, on the other hand, is pnmard) a function of the rate or 
interest How much cash a person would keep tor speculative purposes, 
depends on the actual rate of interest and his expectation of what the 
rate IS going to be m future The higher the rate which he expects 
to prevail in future, the larger the amoiini of cash he would keep 
His preference for cash also depends on absolute level of actual rate 
of mterest When he keeps cash and does not fend, he foregoes 
interr^t Rate of mteiest u tl»us the ‘pnee’ of holding cash When 
this price” IS high, people will keep less cash and «« emit Hence i* 
lunction H interest*elistic Intercst'clasticity of this function is the 
most important fact m thts theory, because it is the speculative motive 
vvhich IS primarily responsible for hoarding 

Drtrrinination of rate cj inUttit Summing up and Lg funebons 
we get aggregate 

Y liquidity preference 

schedule Call it I, 
The amount of total 
cash winch people 
want to keep i$ a 
function of the rate of 
interest, t e , the pnee 
of holding cash This 
‘'price” must besuch 
thni the amount oP 
cash which people 
desire to hold equals 
tlic total quantity oP 
cash available If the 
rate of interest is 
lower, people vvould 
desire to hold more 
cash than the avail- 
^'8 20 3 able quantity of it 

In other words, therewoiild be more liorrowers than lenders and 
the rate would rise Similarly at a higher rate of interest there 
v\ ill be no rijuMbivvAUK’ 

In the ibove diagr^im, L is Uie liquidity preference curve 
If the qtniiiity of moricyis 0^f, the equilibrium rate of interest 
"■dl be or OQ. For, this is the rate of interest at 

vvhich the amount of cash which people desire to liold a just equal to 
the actual quantity of it There vnll be no cquihbnum if the rate of 




J. lOS'OMJC TltCORV 


2>; 

jnti-Tc^i »'s. '>«>! ^(Lr At thf fijiinft rntf c,!-!!', 

(OM) wiU cxcTf'd ih<' {OM.j in Oir 

■ca*5 i! ''Hi i‘‘!J 4ioit fif th*" 3tn'nj«l tWnAn'!'''! fO.tf.U 

Ri f.ivTivj Po tnu.s o! Ti!t I'nRr.r. Tnr-OPir.^' 

Ci":"'.7r. mtlcisticl sri n/’f-da' icrA ih's'rirs. If \vc fTfr- 

fulls- romjvsrc tlir nnii tli'* nro-d.-^wicil liuisri’-^ 

-vs'c litui that tn t~ -rnc" tl'.fs sp-^k f>f ihr <*t!nc thins’, lilt'''' 
sult.frih* in loanahV fttrit! thfors -Rob-rt'ori and 'omt* Svc<*<5-’i 
rnnnjnhts — takr into ai“c»)iim cfm'trnpttun lo-ms in addition to pn-- 
du-tion loans. If no nou money n crr.Mrd bs the b.-inks .-.nd idle fur.tb 
are n'-ithn' incte.asotl nor didtoard’-d, .'tnd iM.uinbie fund w’.! 

be the v»me tuinsr. 'riie-.e sas-inttN enil supply both tlic con* 
■sumption an sv<d! as p'oibtritn-n loatv-. Xnsv, thwe \cho borrme ft>' 
purpnses of consumption sp'oid m c.xre’s of th.eir incomes. In otb'J" 
v.-virds, tiiry dicsavc to the e\tcm of their loms. If this di'savint; is 
■d 'ducted from a"i;;reic.ne *.-»A'intr. see t’-t net savins’. Rate of intent 
sviH tic such as ■.s'fll cqu libe net -avintc svith investment. Tbusjn't 
like til'- rl.i’dca! theors. the nco-cl.'issica! theory, in ils sulrstaricc, tells 
Its iha* at the cquilihnum rate ol interest saving equals investment. 

'I’nis conclusion is in no uuy .nlicred if we introduce b.ank loans 
and activis*d idle b.alaaces into the picture. Robertson dchncs 
saving as income of the “preceding period” minus expenditure out ot 
it in t'le ‘’cufrent period. ' Hence ids sas-ing is diposablc incotne 
le>s expenditure on consumption. Pigou, after Keynes, has defined 
saving .as the excess of money inoome over expenditure on consumption 
goods. Incomes arise out of expenditure. Sources of exyicndiiure 
arc dhsposablc income, bank loans, and activised idle balances- 
■Out of Uiesc three items, .1 part is spent on consumption goods and 
the balance is saving, as defined by Pigou. 

Loanable Fund consists of saving out of disposable income- 
bank loans, and actvised idle balances. All these equal aggregate 
loans, consumption as well as production. Pigou would^ deduct 
from loanable fund the amounts spent on consumption goods and the 
balance is investment. 

Hence the only diftcrcnce between the two theories is that the 
meo-classiral theory puts dissaving by’ consumption borrosvers on the 
demand side and saving to match it on the side of supplv, while the 
classical theory ignores boihA 

5 Leg P= Disposable income, 

Ii= Expenditure out of disposable income on consumption 
goods. 

B =Banl: loans. 

A= \ctivis*d idle balances. 

Sr (Saving in Robertsonian sense! =P — E. 

Loanable Fund=sr’-t-B-i-A. 

Sj, Sj, Sj. be production loans, and 
Cj, c»‘ Cj, be consumption loan out of 
Sr, B,” and A respecKvely. 

— {Cenlinued ci pegf 255) 


Then, 

and, 

Kow, let 
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Ao-««‘ rntuim «f tht tlassitel Uitoij Kc>-n« atuckcd 
the cbsiical »lir<)r> of uifcmt on many ffonu I int, it treats interest 
-as the price of not spending though it « real!) the price of not lioard- 
ing Secondl), it completely ignores an important fictcw, if, the 
•qu intit> of money sshich w a determinant ot intctcit beyond doubt 
But lie himself agrees thnt sasing always equals m\esmicnt ard 
that thr me of interest plays a p-irl in bringing about this equality 
Hence wiule the rate of inteTCii does equilibrate cash cicnundcd 
with cash available, ii also dors equilibrate mvestroeni and saving 
Tlic chief point of rrmovm which Keynes raised against the 
■classical theory svas 
that Uic theory does 
not bring into the 
picture ihe real level 
of income It is ihc 
level of income which 
» Ihc primary dner- 
minam of the po^'iiion 
of ihcssvingfiinciion 
Rate of interest is 
determined at tht 
point where die 
iQvestnienc demand 
function intersects the 
usrtng fuflcuon But 
where the saving 
Curve will he depends 
on the level ot in* 

Come As the level 
of income rises, saving curve vmH shift to the right 

In Ihc above figure, II is the mvrestment liinciian is the 
saving function svhen income is Tg and STf the savnng function when 
the income is ff Rate of interest will be r,Af| in the first case and 
1 *o the second case Thus we cannot know the rate of interest 
unless we first know the level of income On the other hand, when 
the rate of interest falls, mvcstm^i ina-cascs, and as a result of n 
income rises Level of income thus depends on the talc of interest 
Wc cannot know die level of income unless wx know the rate of 
interest The position is thus itidcterminate 


TTies, Sp (Sjvwg la the P/goriaa «n2«e}E3:Sj.f 

Cluncsl Uieory uanilaint into these fynboli ttlls us that, 

S, s j = 8 I oTeslmea t 
Neoclassical iheory On the other bands tayt that, 

(*i+Sj+S,) + (c,+C,+c,) *=LoanahleFund 

=^“«'on loans -fcotiiumpiioa 
= lDveilinent+Consumption 

loans. 

Since, Cj+c* 4*03 nZkmsuinpt on loans 
therefore, 8,4-s.4-s, csTuvestnieni 
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r fifu.’;-” 
lifjwntr, iht 


f'f li'fjnS 

vcr\ po'uir ni 


ifjfidfx 



I ic. iO 5. f. — . - i-- . * 

r,.r«>nre ctinr shifts if> the rii;ht ssith an intmise in incomes and to 

ihe left tsith a fall. 

In the above diatn.m. U\ is the liquidity preference oin'e uhen 
the level of income is J', and U\ is tlie same vilh income 3 .. 
is the quantity of money. With level of income at 3 „ tate ol intne i 
in P M and if the hve! of income is 3*. rate ol mteicst is i j. 
Hcncc rate of inuxest cannot he Lnoun if the level o! income is 
not knots-n. And level of income cannot be knots n unless tsc knots n 
the rate of interest because the rate of interest dctermin« the Ictc 
of income through its influence on investment. 'Hie position is once 
again indeterminate. 

Modern' Theory or Interest — A SYNTitrsis 


'^'i /.‘^cfr'cc //'’n. Unfnriim'Hilt, 
rrittej'tn applits to Keynes tio'C/iy 
stilhequil force. He 
liiimell trlb is' ih.tt toe 
amouTit of easily re- 
fjuiicd for s.'i’i'ftJng 
tinns teflon .mt! per- 
eauDonnn rnntites de- 
p' (ids mainlv on tiic 
irselol iiuome. When 
the level of income 
rises. liquidity prc- 
lercnre on tiiese too 
.itcouiits or /.jl and 
hence .njgO'gale liqtil- 
ditt p'lfi rente (oiif 
/,) me re.tsfs, IT.ii 
in''.ans sh.it the agC'C- 
g.vte liquidity pte* 


Four determiranls 
be found by' a 
synthesis of ^fhe ■ 
classical and Key- 
nisian theories. ^ 
There arc foui 2 

determinants of £ 
the rate of Intel ^t. g 
viZ; the saving u. 
function, the in- ° 
\ estment demand ^ 
function, the li- 
quidity prcrercncc 
lunction, and 
the quantity _ of 
money. Classical 
theory' is correct 
in holding that 


of rale of interesL A key to the problem can 

Y 



Fig. 20.6. 
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tljc rate of interest equalises saving and myostment Keynes « 
light when he tells us that It brills dCTund lor cash to the level 
of actual cash A full picture emerges when both these facts are 
brought together 

Ths IS curve L^t J*** I*j, I41 respectively represent the 
levels of income, say, Rs 500 crorcs, Rj 1,000 crores, Rs 1,500 
crorcs, Rs 2,000 crores and Rs 2,500 crorcs (Fjg 20 6) And let 
savings curves at these difftrcni levels of income be 52*1, 

5J|, Sftf investment curve 

At die level of income equibbrmm between saving and 
investment will be estab- 
lished at the rale of interest 
cacli of them being 
equal to OMi When income 
18 r,, sucli rate of interest 
will be FjAfj and saving 
as well as mvounent 0 If, 
Similarly with other levels of 
income. If we draw a curve 
relating Various lev-Js of 
income to the corrcspondinjf 
rates of interest, we get an 
IS curve (Fig 20 7) 
q I - I 1 1 I * Ti Higher IcntIs of income 

4 sM looo iieo »o« 7s« imply larger saving and 

liVCOMf (fflOMiJ ^ hence leaver rates of 

interest In other words, IS 
F>e 20 7 curve will slope downwards 

to the right Obviously the posiUon of the curve would change 
if the saving curves and invcstmertt curve ivere different 

TTie L If curve Now , let liquidity preference cur\ cs at different 
IcNcls of income be IT^' 



LYt LYi, Lr^, ir„ and 
lei the actual supply of 
cash be OAf (Fig 20 8) 

At the level of income Tj, 
rate of interest which equal- 
ises demand Far cash mtb 
■actual cash is If 

income were T*,, such rate 
of interest would be Q4A/ 
^ If, If, (JjAf are sucli 
equilibrium rates of iiilercst 
for incomes 3"„ 2*4, Tj 
respectively Curve co* 
lelatir" income and rate 
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of interest on ttis 'basis is L'M curve. This curve tells us how the 
rate of interest v.tH vary with changes m income, given tne 

quantity of money and the 
family of liquidity prefer- 
ence curv'es. 

An LM curve slopes 
upwards to the right. For,, 
as the level of income rises, 
liquidity preference increa- 
ses, and hence, the rate of 
interest is higher and vice 

Deteminalioh’ofinlCresl. Now, neither the 75 curve, nor the 
curve, by itself tells Yis 
what rate of interest \vill 
prevail. It is the inter- 
action of the two'curVes 
which represents ^ *the 
position of equilibrium. 

This is showti in 
Fig. 20.10. 

When the rate ‘of in- 
terest is OX, on the one 
hand, sawng and invest- 
ment are equal, and, on 
the other, desired and 
actual quantities of cash 
are in equilibrium. 

Moreover, OB is the'level 
of income which -goes 

with this rate. At no ‘other rate of interest can there be equUibriuni. 
For instance, if the rate of interest is OXi, saving will equal invest 
ment tvith an income-level ‘OB^, and actual cash tvill equal desired 
cash if the level of income is OB^. At either of these two 
income, one of the two sets of forces will be in 'disequilibrium. And- 
wc cannot have ttvo levels of income at the same time. 



Fig. 20-10. 




Chapter xxr 

DETERMINATION OF RENT 

To start WJih wemav dcHnc rent as the paynjf/il made for the 
use of land A more scienuhc definition will be cNoK'cd as we 
proceed Essentials of the so*ciUrd modern theory of rent can 
be clearly understood by comparison wath the theory of rent 
adsanced by David Ricardo We, therefore, first bring out sidicnt 
features of lus theory 

RtCARDMN Theory of Rent 

Jltnl anses bteauze natutt ts niggardly Ricardo defined rent a* 
“that portion of the produce of the earUi vshidi is paid to the landlord 
for tlie use of the original and indestructible powers of the sod” 
Before him Ph>’siocrats had argued that in agriculture man is helped 
by nature and a surplus above costs is produced This surplus 
according to them u rent Ricardo contended that rent arises 
not because nature is liberal but because $!ie ts niggardly , not because 
she does much for us but because she has not given us good land m 
abundance 

R/nt wdA tKttnsm marpn Quality of a piece of land depends 
upon Its fertility as well as situation Considering these two factors, 
we find that in every country different pieces of land are of dilTerent 
quality In every old country to meet the demand fully, superiormost 
quality of land is not enough Inferior quahues have to be cultivated 
simultaneously with superior qualities The infcnormost quility of 
land under cultivation at any time is called marginal land Qualities 
superior to it may be called intra marginal lands Price in the 
market must be sucli as cquak the cost on the marginal land It 
cannot be lower, otlicrwiscTnarginal land ivould go out of culiivauon 
It cannot be higher either, because of competition. Cultivators of 
intra marginal qualities produce at lower costs but they sell at the 
same price in the market Thus every intra marginal land earns 
a surplus This is rent The amount of rent earned by a piece ot 
land depends on the extent of Its supcntwity over the marginal land 
In the case of a new settlement many best quality pieces are available 
Yet their number is, after all, limited With an increase m population, 
resort to inTeiior lands becomes unatoidable and rent arises on superior 
qualities 

Rent XLtlh alternative tourus It is of Course possible to avoid 
the cultivation of irfetior lands but that does not in anv way improve 
things One alternative is intensive cultivation ketums from 
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and caoital on ^cni- -r,*- t- 

ino e inooi ,^-v dimioisninc,' remms, marr-snl pr^ 

labonr_anC capii^ .si- ;:^j^ this cnsc vre shzU have niarsir^ 

can o: tnesc •■'Ui d.op-, n,-.r-iiiai units of lanU- 

or oo= ^ “SS-c ofoa o^» 5 i« 

oiner V, e.d'. ^ do^es v.-iil just cover its ccfc* 

rent. The other aitemaave 

S^o^d-;kteb.t;odsor&tant,^^ 

ing output of dhtant lands to ^tit ^ds. Nearest 

be a differential advantage c^ed 7 intra-raar"hia^ 

land undn- cold-.-adon mil be the marginal ia^d and mtra 

lands vdll earn rent. 

Gm5 V' rf^T-inrefim As a matter of fact, as population mcreas*, 

ursy^— ■r- cuin-.-ation ts 

Y carried farmer 

t both extensive- 

^ 1-v as svell ^ 

I intensr.-elv, so 

I that both* es- 

1 tensive as svell 

I— — 23 intensh'e, 

5- I ’'''\* margins 

^ '- side by side- 

% ■ Tnis can be 

P J *_ ^ shosvuby<r^>-« 

^ ‘ {\ representation. 

S t i bet A, 

S ' • r^v D-. b= the &'-if 

^ f 1 r\ grades 

; ; ! ? I ^H2 in dtsecnoty^ 

o' ^ f 1 I '. y.. order of quality.' 

*'3 «2 ''‘I ■ (Fig. 21-1} 

DOS'S C~ LfSO’-}'^ a.*0 CAPITAL R,, arc 

Tiz. 21-1 ’ the "marginsl 


DOS'S C' L^SG’P> a.*0 CAPITAL 
Tiz. 21-1 


net revenue product carves of &res of labour and capital on die^ 
grades rsspecdvelr.i pp £3 price per dose of labour an 

capitaL 

Every fanner vdii go on appiyieg more and more doses Oj 
. aboar and" canital on his land till marginal net revenue product equals 
the mice of the marginal d<Ke. Thus OAIj^ doses are employed on 
-t srade OM, on B grads, OM, on C grade and Od.it . 

.ale. Sale nrocseds of a marina! dose just cesver the cost- tnis 
the intensn.-e margin emsd^ in every grade of land under 
'‘tvadon. 

1 rTTeeeep-rcesctis tbs ■pTice_aI the Eeaftei rate ct ccUmt 

— t 3 t~:zs2s^zz3ldos’>>ir=:tc:y:::p:^^ ^ pen'ect. 
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On D gr.dc land. fir.t d«c of UW 
marginal dose This dose jitft ^ j ^ 1 ^,s ^ the extensis'C 

docs not cam any rent , it is the marginal 

Rent of n Bt'en Btade of te' too fT 


, rp„p„lauon.noteaso..pnoo ortho prodn« — ™o Ma,^^^^^^ 

.n.ont.vo„at,n 

upwards 

Thoonntoorro„.thu.ho,.o*olu,hp™^^^^ 

But this high price u not to bt attnbu j,acuUy of produang tom 

mg to Ricardo, price rises because of the d,peuity oj p 
mier iki most un/aroarai/i aramstances 


hfoDERH ThxORY OF ReNT 


le attributes it to d.ffe«nm in qv^W Kfm , 


Hint 

treating rent as a difTcretiuai aav;mwg« «. 
lands He attributes it to t othw pn« 

fact, a pnee paid for the services of t r , by its 

it 11 determined b> the relation of ) , t«pulation There 

rehtivc scarcity wa 5u the A micS^are expHmed m 

a no specific renson that, while all other pnw are «i 
terms of scaraty, this particular price should be cxplamcd 
differeoUal advantage 


Tho r»ct of .ho ™..or B .ha. .t .. “Vio^to 

quality, wludi can explain the emergence There will 

of a neiv settlement where differmcCT in q^ y . vhen 

be no rent so long as land is abund^t counts where 

land becomes scarce On ihe other hand, irn ^ .nfi-nor in fertility 
different pieces of land are of the same quah Y situated, 

being well situated and supmor m population 

so that advanUges and disadvantages cancel ‘ ^.,^11 be 

B large and land scarce, land^l command a pn«and^^ 
priced Thus rent arises when land “ ®"Jbcthcr differences 

when land is abundant, irrespective of the fact wncim-r 
in quality exist or not 


E\en thcso-cilled of a quahty depends 

scarcity Rent earned by a piece of land “ l-,nd becomes 

upon the degree of Its scarat) Aspopu . , higher m the 

more and more scarce But the degree of s^raty ujngic 
case of superior lands than “ f good while the best 

even be that some inferior quality land is g 
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quality land is comimnding good rent. It will be so when inferior- 
qualily land is abundant as compared svith its demand but the best- 
quality land is very scarce as against the demand for it. 

Inelastic supply. Rent is thus the price of scarcity of land just as 
payment made for any other commodity or service is the price ol 
its'scardiv. Land, however, differs from other goods and services 
in one fundamental respect. It is a free gift of nature. Man may 
develop or modify such a gift but he can neither create nor destroy it. 
Quantity of land is fixed. If earning of land rises vers' high, its 
tity cannot be increased. If its earning falls to zero, it will not it} 
to the moon. Supply of land is not responsive to changes in price; 
it is inelastic. Tnis is the distinguishing feature of rent. It is the 
earning of land, the quantity of tihich cannot be adjusted to 
changes in demand which reflect themselves in changes in 
price. ^Ve may now define rent. It is the earning of a factor oi 
production the supply of which is inelastic. Viewed thus, appli^tion 
of the concept is not confined to earning of land only. If there is any 
other factor, the supply of which is inelastic under any circumstances, 
return to that factor in that circumstance partakes of the nature 
of rent. Three cases of inela-sticity of supply of a factor deserve 
study. 


1. and Society. Supply of a factor may be inelastic for all 

timp and at all prices. Such is the ease uith supply of land to the 
Society', There are some commodities supply of which can be increased 
almost immediately as its demand increases and price rises. In the 
case of other commodities, adjustment of supply to demand takes some 
time. Land belongs to neither of these categories. Its supply cannot 
be adjusted to changes in demand for it, however long be the time 
allowed for such an adjustment. Also, its quantity available remains 
the same irrespective of the level of its earning. In other words, the 
supply curs'c of land runs parallel to they-axis throughout its length. 
This is true whether the period under consideration be short or long- 
Trom the social point of view, the whole earning of land is, tliereforc, 
rent. 


2. ^nl in apartiadar use. Supply of a factor of production may 
inelastic above a price. A case of this kind arises if sve consider 
oply of land to a particular use. Suppose a piece of land is tmder 
"•'•t. Furthersupposethatifitwcrc not used for wheat, it would be 
-d for barley. Also, suppose that it could cam Rs. 200 a year when 
' ■ barley. If under wheat it cams less than Rs. 200, it will be^ 

'hivated with barley. It will remain under rs-heat so long as its 
rning remains above Rs. 200. Rs. 200 is, therc- 
the minimum wdiich will attract it to wheat and is, therefore, its 
■sfer earning in that use. For, as we know, transfer earning of a 
ctor of production in a ^ven use is the minimum of earning which 
11 attract it into emplojanent in that use. It can also be defined 
earning of the factor in its next best use. 
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Now, m thu case the supply of the said land to its cultivation 
•under wheat is clastic at an earning of Rs 200, liecause if its earning 
falls below that level, It would be shifted to barley Abo\c Rs 200 
Its supply to wheat is mel-utic and, hence, its earning abo\e that level 
IS rent Rent of land from the pome of view ofa particular use is, thus, 
Jhe excess of its earning m that use over and above the mmimuni 
which will bring it under that me It is the difTcrcnce between the 
actual earning and iramfer earning 

A piece of land ma^ be absolutely speciOc to a single industry 
Tiicre is then no alternative use where this land can be employed 
Jls transfer earning is, therefore, zero Hie whole earning of such a 
piece of land is rent, not only from the standpoint of Society, but also 
Srom the point of vieiv of that particular industry 

If specificity and gradation arc completely absent, so that 
all pieces of land arc alike and equally fitted for every use, there will 
be no surplus earning or rent in any particular use For, a higher 
•earning in any use will attract land from other uses to this use 
«iH earning in this use declines to the level of earning m other 
uses But though rent from the point of view of any particular 
aise will not exist, rent from the point of view of society will 
•exist. 


The position which obtains m the teal world is Uiat most pieces 
ol land have a number of possible usa to which they can be 
■put Every piece is employed m its most profitable use Difference 
between its earning m tins use and in the next most profitable use is 
rent. Which is the most profitable use for a given piece of land, 
aiepends upon relative demands for and prices oivanous commodities 
which this piece can help to produ<« For instance, suppose our given 
jjicce of land can produce four tnaunds of barley or three maunds 
•of wheal and that market pnee of barley js Rs 12 and of wheat 
Rs 15 per maunds Barley would be grown on this piece Its 
actual •earning would be Rs 40 and transfer earning Rs 4o, and 
surplus earning, i e , rent under barley, would l)C Rs 3 Now 
further suppose that demand for wheat rises and consequently its 
price rises to Rs 18 per maund The piece ofland would be trails* 
Icrted to wheat, because in the new atcumstanccs wheat » its most 
profitable use In this use its earning will be Rs 54 and rent iwll 
*br Rs 6 

Pieces ofland employed m any parucular industry at any 
given Umc -are, as a rule, not of the same quality Neither m this 
parucular industry nor in alternaUvc uses is theur efficiency equal 
Hence atttthcr are thcic actual earnings in tins industry equal nor 
their eammgs in altcrnauvc uses ^nts earned by them are, therefore, 
luncqual Tltc piece of land which earns least rent m this industry 
will be the first to leave it »f the price of the product of the industry 
falls Unit of land which cams the least rent xn an industry and » at 
the margin of transference is the marginal unit 
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Marginal unit of land in an indiistr}- is not necessarily' the 
efneient unit. It may be earning losv rent in a use not necesanij 
because its actual earning is loiv but l>ecausc its transfer eaimng is 
high. In fact, marginal unit may sometimtts lx- the most efficicni^ 
unit. Consider the foUov.ing eases : — 

TABLE 21-a 


Land “A” | Land “B" 


i 


Situation ‘ 

! 

! 

Actual 

earning 

(Rs) 

Transfer 

earning 

(Rs.l 

Rent 

[ Actual 
i earning 
(Rs.) 

Transfer 
camine 
(Rs.) “ 

Rent 

f 

Case I i 

150 

100 

50 ! 

200 

130 

70 

Case 11 * 

1 

250 

200 

50 

1 200 
f 

130 

70 

Case III 1 

200 

150 

50 

1 200 
( 

130 

70 


In case I, land A is less efBdent than land B in both uses and its 
rent is lower. In case II, land A is more efficient than land B in l»th 
uses and vet its rent is lov.-er. In case III, land A is equally 
vdth land B in one use but more efficient in the next best use and its 
rent is less. 

The definidoa of rent as representing the difference betrveea 
actual earning and transfer earning is also applicable to the use of 
land from the social point of viesv. Here there are only 
two possibilities. Either land is used by society or it is left idle. 
The two possible “<mploymenls” are use and idleness. In the latter 
case earning of laud is zero and, therefore, when used by society. transfer 
earning of land is zero. Hence the whole earning of land is leut 
from the so(^ {joint of view'. But from the point of view' of any 
single use it is the excess of earning in that use over what it could 
earn in the next best use. 

People svith scarce natural talents may earn what may be 
'I’ed rent of ability. Melody of voice is a natural gift aud cannot 
oe produced at wiU. Not that the number of melodious singers does 
not increase or decrease, but that their number cannot be changed in 
|XJnse to changes in their earnings. If the demand for sweet music 
high, their earnings would rise and vice vtrm. There is a transfer 
• in their case. There is a level of income which these singers 
earn in occupations whidi do not require any slall. This is ffic 
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SS “irS » 

rent of abibty , 

3 (i‘1‘ Aardmmg^h" !ho« “PP'^ 

period \Ve have already noted short period 

of fixed capital is inelastic lone as price does not fall below 

a producer continues to produce ^..^l^rime costs, he docs not 
prime costs ■*“^l,,^tl,CT^^xords, the minimum 

earn anything on fixed cap^ . i ^.^nnlovnicnt dunng the 

cammg, wheh avould k^P /««! “P"?' “ capital 

short pettod, ts zero It 'I-' P"“ r»t and has been 

cam the excess tch.eh pattate of the lututc 

called quasi rent In general, quasi ren ... inelastic dining 
shott pettod ol a factor of ptoduct.on suppi) of t.hich is m 
that mriod Iti particular, quasi rent is the nhole camiitB o 
capital during the short period In the long run 

Total receipts of the produret— (Prime cosis+Supplcmentar> costs) 
M Profit 


In the short period . 

Total receipu of the producer-Pnme cost - Prime Proht 
It u this prime profit which is called quasi , 

Qjiasi rent may accrue not only to mdustnal p an “ ^ j,p- 

huildiS and shilled labour Supply of buildings 
demand and it will be some ume before more Ijuddincs tvill 

or old ones extended During this ume earnings of buddinBS 
stand high On the other hand, if Se 

fell to zero. Supply nould remain inuct dunng the si ott preiod «cti 
durmg the short period the whole earning of bui d g* 

The case of skilled labour is a htUe dificrent " ’'labour 
period Its supply cannot be maeased But supp / 
will fall if their earning falls below a certain IcntI ^ 

in alternative occupations for unskilled work r>mod the 

transf-r earning of skilled labour Hence men m txeS of »ts 

whole earning of skilled labour iS not like , -yasi 

actual carmngm-er its tramfer earning m the short period is qu 

rent 


Wiercas quasi rent partakes of the nature 1 

pletcly akin to rent Both arc, of course, earning j^jcjcntuthc 

of which do not respond to dianges in price , cliangcs 

taming ofafactor supply of which wall nmerrmp ^ ^ suppi) 

changes in quasi rent ultimately do produce Uigh for some 

of the factor Ifmanmdustryeamin^ofm^P , > more plants 

time and demand promises to continue 1® , jf on the other 

would be produced and the industry ''O'lld '^1~ below normal and 
hand, earnings of plants of a particular kin ..n-.u uiumateh be 
demand is likely to remam 1ms. ihei 'V out 

reduc«l by not replacing the plants asluc 
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\Vc can depict tJie position Avith the help of the foDowny 

diagram: — 
Suppose plants 
can be produced 
at constant costs 
and the cost of 
working a plant 
in a period is OL. 
We start with a 
position where 
OM is th( 
number of plants 
and DD their 
demand curve. 
PM will be the 
earning per plant. 
This equals cost 
of production (as 
spread over the 
life of the plant). 
But, as in the short 
period the supply 
Fig. 21 '2. of plants would 

remain what it is even if the earning per plant falls to zero, the 
whole earning, PM, is rent. As demand rises, the demand curve shifts 
to the position In the short period number of plants will remain 

the same and hence earning per plant will rise to P'M, i.e., ihc quasi- 
rent will rise. In the long run, however, more plants would be produced 
and the earning would fall to P^M-^ which is again equal to the cost 
of working the plant. There is no rent. Similarly when the demand 
•curve falls to 0,0,, quasi-rent in the short period falls to P’M but in 
the long run its earning equals its cost of production. Thus what is 
rent in the short period ceases to be so in the long run. This is why 
it is called " quasi-rent” rather than “rent.” 



Rent is Producer’s Surplus 


. One* inference which is drawn from the Ricardian theory is that 
Tent is a surplus. Rents, which arc earned by the intra-mar^nal quali- 
.•s of land (or the intra-marginal doses of other factors), are not 
iC result of any efforts on the part of their owners. Tlic^^ receive 
nts because marginal quality of land has to be simultaneously cul' 
<itcd with them (or marginal dose of other factors has to be applied), 
■d cost of cultivating it is higher than the cost of cultivating intra- 
fginal qualities. If population is small, best quality land doc-s 
vield any rent and still it is cultivated. Thus land is cultivated 
if it welds no rent. Rent is, therefore, producer’s surplus. It is 
. amed reward wWch results from factors extraneous to efforts of 
.sTicT or the cultivator of land. Consequently, if all rents were 
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...A Us. the Untl'"ril», nciilirr 
laid 111 the government or nffectetl 

ot the litoduce nor sire of tlie p J.nereiit roncluin n in tins 

Modem theot) ot rent leads to n A 

respeet. Kent lieing the letiitn to a , 

IKie-, Its suppl) vmtihl ^ „ ,ont svotild he high o. h.v. and 

IS, therefote, i tutplus earning Wirtlt^ depends upon the extern 


IS, therefote.r surplus earning , depends upon the extern 

whether thrrewill lie an) rent ^ ^ fiinctinn ot detnanil 

eirsearcil) No", “rp’s 'jofU f ,„nurTcr Ineteaies 
which the ptotlucet hlinsrlt is to no jot If demand inercases, 

and deerenses of tlrmriitl are out of ^„d the rent 

“w5is! ,;ri;r;i;;=™rr" «- 

It ma) , however, lie "o'j;\;J;“Va\Ho the 

tiiSiihav -rnitvr erming )' n" Jtove’t.aSer eaming Hence it ts not 
alTectetl it actual earning ,„„i„ earning, which is a 

ihf fntal carnine. out iw 


the toul earning, 6ui 
surplus. 


Rest avd Cost 


Another iniporlaiit mte^n" ' Veord.ng to him rent 

nt rent is that rent does not en er “ " ,„^e.r.mine<l Pr.ee ot 
IS not a pticedrtermming en.it)^>^^^ P^^„j„ die most urJavour- 
eorn is detenntned h> its cost P^ , marginal land And marginal 
nhlearcumstmees ' ' ■ ''V f?' d lls cm., theretore, does no. 

land, h) l.ipo.lievis, tv ,„ed cos. ot the marpnal land 

...elude rent If ten. ts " ee will not la: aTected 

wall tema.n unchanged and hence pc.v 


tmam - — i.nn ■» 

IVha. hat modem w 'he -f 

land u wed for t« cwt « tl.e ^oi 

vty or barky . ^^b.clt co.tld l.r ^ l.„ no transfer 

foft^onr Land from the of 

cos? Hence m assessing ‘‘‘C V" .t,lr 

Soc»«> m real tcrnis ofUnd earn somctlnngfor thei 

gift of nature to Soc.ttN 
possession, tt is an imearncd earning 


a .r.r rrtsi Whole earning of 
In any given use, Imd hw a “ Transfer cost has to 

land in any given use », ihercforr, ....jjjjic cost of the industry 
licexcludedfrom it Tran^ewtu^-^dedj^^t^^ 
hut rcntcmnol be included In ® yj^sto which the factors 

Society, vve take into account Of course m this content 

< mployed m this industry 5 ^“„V'„^atute cost Fhat part of thp 
ahe whole earning of land docs not co 
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earning. >vhi* is ^ pr^du^on 1? , 

Only transfer earning is a part ol the cost o p 

industry. 

Various pieces of land employed, in an indust^- do 
same transfer cost. If all pieces of land are equa% “!- 

the industry under consideration, _ of eouilibnum. 

transfer-cost land included in the industrs a p ^ j- 

In other words, marginal land in the f ^ustn’ v.^1 ^ 
v,orst quality but the land which ran bru^ transfer 

next best use. Price must be bigh v lower transfer costs 

cost of this land. Other pieces of land w industrv, there— 

earn a surplus ts'hich is rent. From the poi .-rminine nor wholly 
fore, the earning of land is neither wholly P?;“^nsfer cosU 

price-determin?d. That part of its tsferTo^ h pSe- 

is price-determining. The excess of earmng os 
determined. 

The approach of an indiridual 
He purchases the use of land for a price just as purch^esme 

any^other hictor for a price. If he hi^ ‘"in <2e het 

income which he could earn h\ leasin^ i • -,„peeds as he is^ 
as much concerned to cover this item from his 
to cover any other item of expen^t^e. If his - jn 
cover this item of expenditure, it is a los as it '^iW te 
of any other item. To an individual producer, -rion svhethec 

rent of land used by him is a part of the cost of producuon, 
he actually pays out any rent or himself ossms the land. 

COKDmOKS OF CoHPETrrrvE EquiiJBRn.-M RECO^-srDERED 

In our discussion of competitive equilibrium m ChaptCT 
we considered tsvo cases, ri^., where cost curs'es of different ^ ^ 
identical and where these cun-es are not identical. We - jj 

a position to further analyse the quesuon of cost ci^-es to find out tsnic ^ 
of these tvro cases is U-pical of real situation. We 
depends on our assumption about rent. W c set out the discu- 
, ' in three stages. 

1. Rents of employed factors. Differences in cost may be a^a 
butable either to some employed factor ( or factors) or to the «npj°>' 
ing factor. Let us first take the case of an cm.ployed ^ p 

We will assume that all entrepreneurs are equally ^aent tor 
industries and are a\-ai!able in perfectly elastic supply- 

Suppose, tliat different areas (natural units) ofland are 
efficient, but an acre, which is more effiaent for v.ill 

is also more efficient for all other industries, /nien com^aoo 
adjmt values of different acres to »beir * ’dinrrlv, 

who employ more efficient acres ivill have to pay a P 

higher ^i<i. There trill be no difference of costs on accoa 

of this circumstance. 
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Iscxt suppose ihM difTcrcnt acres Arc equally efTicient for this 
'ndustry but unequally cfTiacnt for aturnaiivc mcluatnu TIiosc 
'shidi arc less cITicient lor the latter, \sil! have less transfer costs anil 
■ii« versa Wlicn demand and price of the product stand low, entn 
prencurs will prcxluce less They wall, thciatore, d< mand less of land 
■te, offer vlowpncc Only those pieces ot land whichhasclowiranshr 
costs willcntcrihisindustry Wnen demand and price for the product 
rise, dcmind for land for tins industry wdl increase and acres with 
higlicr transfer costs will base to be attracted by a higher price Due 
to competition, price paid for all acres must lie the same Hence 
acres with losscr iranskr catnmgs ssiil ram rents Tliese rents are 
surplus earnings for the owners ol these acres but to the entrepreneurs 
they arc costs As all entrepreneurs have to pay the same price for 
Jand , their costs wall be equal 

Now supi>ose different acres are liclerogcneous for the industry 
<under consideration and homogeneous for altcroaiivc industries 
Tramlcr costs of all acres will be equal \Vlicn demand and price 
-of the product is low entrepeneurs will employ those acres which ha\i 
higher efTiacncy for this industry As demand and pnee of ihc 
produci rise they become prepared to employ less efficient acres 
tor the same payment McanwUdc, however, payment ofTered 
for more eflicient acres will tiavc risen due to compctiiion for them 
Once again, those who use more efliaent acies have to pay a corres 
poudingly higher price Transfer cammgs being equal, these acres 
will be earning rents, but for the producers, who employ them, 
tl ese rents are costs 

Rci ts earned by employed factors arc thus costs to the entrepre 
neurs and there is no reason why Uiey should not be reckoned in trac> 
mg the Cost curves When we include rents m costs, different units of 
employed faciors command a pnee in accordance with their relative 
clfiaenaes to this industry nierccan, therefore, be no differences 
in costs of the firms on account of employed factors 

2 Rent of tnlrtpratrurship The case of entrepreneurs can 
be analysed on the same lines Lntreprencurs who are more cfficieni 
than others, for all industries, can earn a liigher award cveryayhert 
Hence their normal prohis, which are a cost, are higher m proporUon 
to the savings of costs which they, rw-a Pw, tJie other eatrepreneuis, 
efiect in respect of other factois There is no difference in cost 
curves 

Entrepreneurs may be equally efliaent for the industry lu 
question and unequally efficient for alternative industries Those, 
who are less clBaent in alternative industncs, have lower transfer 
costs In this industry they cam equal profits with others but their 
preSis cDDtaja ^ not for brarefst shr.vr 

earnings are low 

Entrepreneurs may be unequally efliaent m this industry but 
equally efiinent for alternative jndustnes Transfer costs will be 
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equal, but those ^vho arc more efficient in this industry -iwil earn, 
higher ptofits. The difTticnce \sill be rent of cniicprcncurship- 
Rent of an entrcpi encui will be proportional to the excess of his 
efficiency in ilxis indusiiy. 

Condiiiom of equilibrium. Two procedures arc open to us. One 
is tliat we aigue tliat icnts earned by entrepreneurs arc similar in 
nature to rents caincd by employed factois. We include rents, 
of employed factois in costs. Uniloimity of treatment demands 
that 'We include rents earned by cnireynencuis also in costs. If tie 
do this, all finns will have identical cost curves. Conditions for full 
cquilibiium will be that in the ease of every firm price equals marginal 
as well as average costs. 

The other point of view is tliat rent of entrepreneurs is not 
cost but a suiplus ox supernormal profit. If we adopt this point of 
view, then cost cui-vcs of different firms will not be identical. Con~ 
ditions for full cquilibiium of the industry rvill be tliat pi ice equals, 
marginal cost of cvery’^ fiim but it equals average cost of the marginal 
firm only. 



ctiArrER xxii 
PROFIT 

li'orktng deJtntUon of profit The term profit is difficult to define^ 
As \vc sJiall presently sec, opimoos diverge ividcl) in respect of 
meaning to be attached to this term We may, ho%\eNcr, start with a 
working definition Total receipts of a producer less the expliat 
costs are his gross earning If from the gross earning ivc deduct 
the implicit costs (rent and mtcreti of land and capital subscribed by 
the producer) as well as the ptoducm* wages for management, the 
balance is the difierential gam or true profit Profit may thus lie 
defined as the excess of producers* receipts over his costs 

The determination of income earnings is one of those fields of 
economic study where economisu differ widely We have already 
noted the various view points regarding interest In the field of 

f irofit, divergence of views is more well marked Wc shall, there* 
ore, study a number of theories of profit and m the end make a critical 
nudy of them ^ 

Marshall’s Theory of Profit 
His lluorjt u ent of a ttahe slatt Manhall’s theory of profit is one 
of a stationary sute He docs not take into account dynamic chtinges 
like changes tn population or imentions * He is pnmanlv concerned 
with the s'ate of affairs in e<iuifihnum And the question of equili* 
Imum pertains to a stationary state 

Profit u the supply ^ husinest pottt Kp descrilies profit 

IS the price of the supply of buxuiess pouer in eommanif of capital Tlicn 
are three components of this business power — 

1 The supply of capital 

2 Thcsupplyofabilityandcnerg) for managing the business,. 
3 The supply of the organisational capaaty by which the 
business ability and the requisite capital are brought 
leather and made effectnx for production 

For every branch of trade there is a rate of profit whicli » 
regarded as the normal rate Assuming that there are no changes 
m methods, the normal rate of profit in a branch of trade it determined 
liy traditions In the long run tale of profit in ct cry industry equals 
Its normal rate of profit It can ncitlier be higher nor lower than the 

I ta ihe tuiemeat and M{^soairaa tf thew iheonet wt have tried to. 
Mica as roucH le ibr Uiteasga of lire atiiAon of ttiae iheociet as n adruMble 

2 Xledor* itray leto eMnideraooa oreOeci of uwennm Ifao tnirrormeur 
latroduen invenitoo, hC< nroTii Increases, but, ai iBowfrJse aboui ib* {aemoon 
'^’Trad*, prabu came back to normal It b InirrctbRS to naie ibarin atmsle 
para AtanbaU fomula (Sack's iHcorv Ibwh he soon forxru about It. /Vwtsfai 
etpSammet ^iIiedMaa)^pp, 59T-8 
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normal rate, because a lower rate will send many undertaMngs out of 
traae and a higher rate vail attract new ones. 

XoTTnsl pTcfii enters costs. Normal rate of profit maintains the 
supply of business ability in equilibrium with the demand for it. When 
an individual derides to enter a branch of trade, the whole of the 
profit which he c-xpecis to earn from the venture, enters into his 
-calculations. He derides to supply his business power if the 
expected rev.ard is fair. Profit of the entrepreneur is thus tlie supply 
price of his business power, and is, therefore, one of the normal expenses 
o’ production. It is a part of the long period supply price of his 
product- 

JUsh is not ike main deUrminanl. The rate of normal profit is 
■different for different branches of trade. These differences may he 
partly explained by the difficulties of management. For instance, 
when v.age bill is proportionally high as compared with the expenses 
on accoimt of new materials, tools, machinery, etc., more effort and 
anxiety are involved in organising and co-ordinating the work o» 
laboureis. The normal rate of profit will be higher. But the chief 
explanation of differences in normal rates of pyrofit is found in differeac^ 

• of risks in different trades. Assessment of, and adjustment to, changes in 
prices are difficult and are a source of risk. The order of mind wliich 
can do this job well is rather rare. Hence industries with greater 
risk have a higher level of normal profit. 

Risk is a positive evil : otherwise pieople v. ould not pay premia 
to insurance companies for covering risks. If the risks cannot he 
.insured against, they must be compensated for bv' the receipts from 
the business. But he does not agree with “some American writers'’ 
that profit is the reward of risk simply. In Marshall's scheme of 
“things, risk does not explain the existence of profits; it is only one of 
the explanations of difierences in normal rates of profit in different 
■branches of trade. 

For econ^y as a whole only fricticncl prefts are possible. Thus there 
is no profit, in the sense of true profit, for the economy as a w'hole. 
Total pjroduct is e.xhausted when every factor is paid at the rate of its 
suppiv price. The supply price of enterprise — or. better still, of 
basincss piower m command of capital— is normal pyrofit which 
rs covered fay the price. 

c/ion of pTcJiis. Frictional profits, which are possible according 
^ anriv'^, serve as a guide to production- Producers, 
■’•hile making a cnoice from among different avenues of production, 
'c gmded by the existence and the extent of frictional profits. Tnh, 
“n, is the function which Marshall would assign to profits. 

Clars’s Theory or Proht 

Static and dynarnc economies. J. B. Qark defines profit as the 
of the price of goods over their cost. Distinction between a 
'tic and a dynamic economy is fundamrntal to his theory of profit- 
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III \ static economy there ts r po«iljilily that profits arise from 
frictions, but nlx)%*c all they arise in t dynamic economy \Nhich is 
cliaractensetl by changes tti standards 

Five changes are constantly in progress These are 

1 Population IS increasing, 

2 Capital IS merrasmg, 

3 Mctliods of pioduciion arc improvijig 

4 Forms of tndosinal esraUMhments ate changing so tiiat 
the cfTtcjent prorlucen survne s»liilr the ii elTiomt ones 
are thrown out 

o The wants of the consumers are multiplying 
fnrhonaf prrjffr i« statu tcenomy If these five cliangcs were 
chminaicd we would have a staitc economy in which prices of goods 
as well as wages and interrst stand at their natural or normal level 
* Natural price of a commodity is one which just covers the cost 
of production 1 1 , wages and interest at their natural rates Tlicrc 
as then no profit for the entrepreneur He gets only wages for 
whatever labour he performs and interest on I is own capital If the 
price of a commodity stands jhosT or below Its natural IcscI com 
petition would bring t( to that lead Dut competition does not work 
avitliout let or hindrance Hence if actual pnee a different from 
the natural price (he difTcrence miy,ht take some time to disappear 
Sind the entrepreneun cam their fiicitotial profits in the meanwiiile 
Precis rest It Jrom dynamu thmgtt Notwiihsiandinv the possibility 
<of frictional profits profits are the result exclusively of dynamic chan* 
ges I r .ofthc fist gcftcricchangesenumemtrd above Tliese changes 
■cause not only differences between the actual pnees of goods and wages 
and interest at tiicir natural rates but aho clnnge the intiiral rates 
■of wages and interest themselves In other words, the five changes 
produce variations as betwren the static standards, on the one hand, 
andaho on Uie other, change the static standards themselves 

He illustrates his llicoiy by a clungc of the third entegorv, 
4 e , inventions An invention increases pr^ucUon per head l^tcs 
•of wages and interest paid liy those who have introduced the invintion 
remain the same but their receipts go up Hence they cam profits. 
In course of time die invention ceases to be a secret and comes to be 
widely known about md used Tlicn the fruits of the invention ivill 
have diffused ihemsclvrs throughout the Soaety Tlie Society will 
have moved to a higher level of economic development Natural 
rates of wages, mterest and pnees will lave gone up Also the 
■Capital accumulation will be at a higlec rale The circular flow 
■of economy lairs pdsvt at a jhighcr JewJ 

It IS evident that if changes ate not continuous, flow of profits 
will not lie continuous Once a cliangc comes, some entrepreneurs 
earn profits for some time but htslpsin time through thcirfingrrs 
IQ 
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and bestows itself on all memfaers'of the society”.^ The entrepreneurs 
grasp it but cannot hold it. 

In real life, hoAvever, profits have a continuous existence because 
generic changes are constantly occurring so that adjustment is a 
continuous process. Actual wages are of course continuously moving 
upwards, but the standard or “natural” rate is also moving upwards 
so that the actual rate continues to lag behind the standard rate, 
the balance being profit. 

Profit and risk. Profit of Clark’s conception has nothing to do 
with risk. He realises that risk docs give rise to a special tj'pe of 
income. But this income, according to him, accrues to the capitalist 
rather than to the entrepreneur. The entrepreneur is empty-handed. 
He who has nothing to lose, carries no risk. The onus of risk falls on 
the capitalist.^ 


Schumpeter’s Theory of Profit 

Innovations and entrepreneurship. Professor Joseph Schumpeter’s 
theory of profit falls, in many respects, in the same category 
as Clark’s.® He also attributes profits to djmamic changes, 
but in place of five “generic changes” of Clark he explains 
the emergence of profits in terms of changes in the productive 
process. He groups together all such changes under the heading 
“innovations”. But Schumpeter’s “innovations” have a much 
wider scope than Clark’s changes in the methods of production. They 
include all those changes in the productive process the aim of which 
is to create a discrepancy between the existing price of a commodity 
and its new cost. 

Tlic entrepreneur’s fimction is to combine factors of production 
for the productive process. Combining of factors is a special process, 
when they are combined for the first time. Once the business has begun 
to run its smooth course, combining of factors no longer exists as a 
problem. Of course when a change of one kind or the other is 
inti-oduccd in the productive process, a new combination becomes 
necessary and entrepreneurship again comes into action. Hence 
only carrying out ofa new combination is enterprise and the individual 
who performs thb function is the entrepreneur. 

Profit is the reward for enterprise. It is a surplus over cost. If 
* the gross earning of the entrepreneur are deducted wages for his 
bour and rent and interest, respectively, for his land and capital, 
any, the difference is the profit 


3 J, B. Clarl:, Tk’ Distributiim Of Wealth, p. 405. 

4 J. B. Clark, lnsurcr.ee Ani Profit, Quarterly Journal Of Economies, Vol. VU, 
0-54 

5 Schump-ter himself admits it cf. The Theory Of Economic Daehpr.mtf 
128 fn. 
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Projils usult/rom lanovaltons Vnder static conditions, i e , under 
the arcular flow of an economy, total receipts of a firm (unless it is a 
monopoly) just equal its costs The producer is making neither any 
profit nor any loss And this ts easily understandable The producer 
has none%v combinations to introduce, he has no entxcprencural func- 
Uons to petform He is there as a business manager The entre- 
preneur does not exist How could there be a reward for entre- 
preneurship under these atcmnstances t 

When an innovation « introduced, profit comes into existence 
Such an innovaUon may take the form of introduction of a new kind 
of machinery, enlargement of ihc size of business unit, exploitation of 
a new source of raiv material, carrying supplies to an unexplored 
market, change m thequahtyorgradeof the product, etc , etc IVlien- 
ever any such change u introduced, it calls for carrying out a nesv 
combination of factors It brings enterprise into acUon svhich 
reduces the cost to below the prevailing price Profit emerges Then 
other firms, lured b> the profit, also adopt the innovation till a rcor- 
ganisauon of industry occurs and a new equilibrium is established 
Once again price equals cost and the profit disappears The profit 
u thus realist for some time by those who tnuoduced the tnnataUon 
and then it disappears The funcuoa of the entrepreneur u to cany 
out perpetual innovations Such innovations contmuc pounng 
in and profits continue to arise, now here, then there, now as a result 
of tins innovation and then as a result of another 

Profit accrues not to him who conceives the innovations, nor 
to him who finances it, but to him who introduces it It is thus not 
the contnbuuon of capital, but the wU and action to carry out a new 
combinauon— tliat is, the enirepreneural net — which is the source of 
profit- Nor is profit the reward for risk taking because tlie entrepreneur 
never takes any nsk Suppose he has borroiiTd money for investment 
If hij venture fail*, it u the lender who suffers the loss And if he has 
used his own capital, then he suflers the Joss not as an entrepreneur, 
but as a capitalist • 

Dulinetisn from ethtr earntnjf When an entrepreneur introduces 
an innovation, say, supplymga new market or producing a new quality, 
he has no competitors. There is thus an element of monopoly 
revenue in his profit If somehow he could retain the secret or enter 
Into an association witli new-comers, then profit becomes a permanent 
monopoly rcsxnue Yet, a perniancnt monopoly revenue is not 
profit Once the firm is established, there is no entrepreneur and 
hence no profit Profit is the value of monopoly, monopoly revenue 
IS the return from monopoly condition Profit is also difrcrent from 
other forms of income earnings Rent, vrages and interest are 
permanent branches of income, profit is not 

fundiflRx ef prt/iis Clark and Schumpeter agree that 
profits increase when capital accumuIaUon grow-. Net tnl> that 
6 It n U3t be noted tbst in (Im terpeet sIm> hu views ore iimiUr to 
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Both also agree tliat the pace of capital accumulation gets 
accelerated when profits are rising. Thus, in their scheme of things 
profits are both the cause and the effect of economic progress. The 
function of profits is to increase the rate of capital accumulation. 

Knight’s Theory of Profit 

'Three components of entrepreneur's income. According to Professor 
Pranh Knight, the income of an entrepreneur is constituted of three 
components. First, there is the contractual element for routine 
services of management performed by him. Second, he rec-ives Ac 
return on pioperty which includes rent on land and return on capital 
provided by him. The remainder is the differential element wliich is 
profit. The difference between the first two elements and the differ- 
ential element is that while the former are imputed at competitive 
or market rates, the latter is a residual income. 

Insurable risk and uncertainty. Fundamental to Knight’s theory of 
profit is his distinction between predictable and unpredictabl' chang<^, 
i.e., between changes which can be foreseen a reasonable time in 
advaiice and tho'C which cannot be. It is only the latter {i.e., uncer- 
tainty) which give rise to profits. 

The v.-ord “risk" has been vaguely used by many -writers. 
Risks are of two kinds, insurable and iminsurable. If the outcome 
of a circumsta.ice can be predicted, there will be no risk at all of 
either kind. It may, however, be that while the outcome of a given 
circumstance cannot be predicted, the outcome of a group of such 
circumstances can be calculated, a priori or with the help of past statistics. 
Thus, we are not in a position to say whether a particular person will 
•die or not in a given year, bat we can, on the basis of past records and 
current facts, estimate fairly accurately how many persons -will die 
in the country' during a year. Similarly, we may' be able to calculate 
in advance how many buildings will catch fire and how many road 
accidents will take place during a year. In other words, in some 
cases the possibility of an occurrence can be predicted witli a fair 
degree of accuracy. When the probability' of an occurrence is known, 
insurance becomes feasible and the risk of loss can be converted into 
a fixed cost, i.e.. the insurance premium. 

When sitotions are unique, it is not possible to categorise them 
into groups. Then h is opiriion, not knowledge, which forms the 
of judgmcnt. The risk is umnsurable and it takes the form of 

PrnJiiS result from uncertainty. At the bottom of the uncertainty 
ofa.''m in Economics is the fact that entrepreneurs have to judge 
CO I'se of future events. Tliey' have to contract for factors of 
’action in advance at fixed rates. They realise upon their use 
e.sale of product in the market after it is made. There is an 
d ivhich elapses between the contract with the suppliers of 
of production and the realisation of sale proceeds. Ckintract 
die suppliers of factors is based upon anticipations. But during 
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the interval changes might lake place «hicli upset anticipations and 
\ diNTrgcnce anses lKt\>een ctat and selling price The difference is 
profit, positne or negative If the conditions vhich Mould prevail 
at the time of the sale of the product, could be predicted at the time 
of contracting for fictors of production there would neither be an> 
imccrtamty nor any profit lienee it u imperfect knowledge of the 
future, uncertainty about conditions of pnee and demand which is 
the true explanation of profit In an almolutcly unchanging 5oaet>, 
there would be no uncertainty vrliates-cr IVices svould then be 
gnen fixed drta for tlie entrepreneurs Sires of the outputs of various 
lands of goods will haic so adjusted thcnweKcs that the price of ever>' 
commodity will etjual cost There will be no profit 

PrtjUs ert nel tht rttvU e/ progrntire thange hi/tiPipnditlahlethange 
Now imagine a society m which there is no progrc^ivc change 
I e , there is no change in population, no inventions etc., etc In such 
a society there is a place for irregular and hence unpredictable 
fluctuations 'Hie extent of uncertainty wnll depend on a number of 
factors If the economy « agricultural, there w ill be n high degree of 
uncertainty because the outcome of agricultural operations is much 
harder to predict tlian the same of manufacturing operations The 
more roundabout are the methods of production ernploved, the larger 
tsall be the interval between contract with factors and the sale of out* 
put There Will be more uncertainly The extent of uncertainty also 
depends upon the character of wants If life is simple and wants 
are fctv, their extent can more easily be predicted than when wants 
have multiplied The primary function of cnmpeution is to equalise 
price and cost, so that there are no profits and also proceeds just cover 
payment* for the factors (including tvages, etc) of the cntrqireneur 
But in actual society cost and price only tend to lie equal Un 
foreseen disturbances are always occurring so that perfect equildtum 
IS rare OsoUations do not settle down to zero and profits (positive 
or negatiae) continue to occur 

Even in a society m which there arc progressive changes profits 
will occur only if the changes arc unpredictable If the course of 
all dynamic changn could lie predicted with accuracy, the effects 
of every change will be adequately provided against in advance 
Costs connected with such eflfcis will be so adjusted m time that they 
correspond to the prices which will prevail when the change occurs 
There will be no div’crgencc between costs and pnees and there wdl be 
no profits. Dymmic changes will give rise to profits only if these 
changes or their consequences cannot be predicted Hence not 
dynam c changes, not any change in fact, but uncertainty al»ut their 
occurrence and effects, is the source of profits 

In a world of unprcdiciable changes every factor faces uncer* 

tamtv But by their comractswsth the entrepreneurs they delegate all 
their uncertainty bearing to the enfiepiencurs Tins is why only the 
latter bear losses or earn profitt trhUe others get their reirards at 
stipulated rates 
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Function of profits. It will be noted that in the scheme of tilings 
as presented by ^ight,thc function of profits is to scr\-eas an incentive 
to production. Uncertainty is inherent in the act of production and 
the entrepreneurs would not enter the field of production unless 
they expect to be rewarded for xmcertainty-bearing. 

A Critical REtnEW of the Theories of Profits 

It must be clear by now that the various theories of profits aie 
distinguishable from one another in respect of the answers which they 
provide to two important questions. First, what are the circumstance 
which give rise to profits, i.e., why do profits arise? Second, what is 
the role which profits are expected to perform in a Capitalist economy’? 
It would be instruedve to further X-ray these theories in the light of 
these questions. 

Marshall's Theory. He tells us that the producer receives only 
normal earnings forthe supply of business power m command of capital. 
Thus there arc no profits in the sense of a differential gain. Business 
ability seeks the most profitable avenues. Competition brings dotvn 
earnings of entrepreneurs in all branches of trade to the normal level. 
But a long period of time is needed for the full equilibrium of competi- 
tive forces, so that e.xccptional successes and failures are possible’. nuH 
he allotvs die existence of frictional profits. Apart from tliat there arc 
only normal profits. Normal profits arc the normal remuneration of 
co-ordination and superintendence; they arc a part of cost and hence 
tlicy arc not a surplus. Marshall can, therefore, hardly be said to 
have any theory of profit at all. 

He confuses the “rentier aspect” and the “waiting aspect” 
ol capital. Reward for ownership of property, that is capital, 
is interest. Tliis is the rentier aspect of capital. He would, 
-therefore, have done better if he had attempted to associate 
profits wth waiting becatisc higher profits do lead to capital 
accumulation. 

Realising tli.it there arc higher profits in some cases than in 
otiicrs, Marshall introduces his apologetics, the most important 
ofYliich is the differences of risk, in different brnnehes of trade. As 
we have already pointed out, risk, in Marshall’s theory', dots not 
explain the emergence of profit, it only explains differcncer in normal 
profit. And normrd profit is a cost of production. Moreover, sshen 
tt ir. held that the producer chooses the most profitable trade, it is 
assumed that he possesses a perfect knowledge. And with perfect 
knovsledgc there is no risk to assume. “Risk is thus made an availabb 
and aseertainabb datum”.* His rhk is not risky. 

« l‘.r-ixpUs Of cs g)tii Hd.), p G19. 

f Sid'.'i jirJ iSrser-ifi, tr-’ B” Jcfne t W 

ItH!, p 7<M. 



pRonrs 


279 


nWflwi of dark end Sehatn^ltr Clvk and Schumpeter 
rule out the mk tlieory of profit cn the plea that ruV « l>omc 
by the sunpticn of capital and not Uie entrepTmeur* They 
do not realwc that uncertatoty u borne by htm ivho not onlj makes 
the decmoiu, but abo bean the coiacquencrs of those decisions If 
the capitalist decides to bear the risk, he is the entrepreneur, and the 
“entrepreneur” is realU lui manager For, then it » the capit-disi 
who mskw the chief decision, «c , who will make the decuiora for 
him It u one thing to make derisxms, it it another to tie asked to 
make decisions, lie who mikes decuions is the entrepreneur, not 
tlic one to whom power of making decisions u delegated 

Kru^ht IS on eer) solid ground when he olservrs Ihic dynamic 
changes can give rise to proliu only sf Uicir ronserjurnecs arc unpre- 
dictatilr At A.K Dasgupta hit pointed out, if the tiuiovator u aware 
of the consequences of his action on cost and price of his product, then 
what he gets is s»mpl\ a high value imputed fo Im tupenor abilily • 
High rcHird for superior ibtlitt cannot be calird a net proht, it ts 
wages for hit management 

Tlie conception of economic d>namics of Clark and Sclmnipeter 
IS really one of comparative statics Djiumics is continuous change. 
Their invention or tnnm luon rum a eoune the cnd<prodiiet of which 
IS a new equilibrium- T)ifif d)nirrucsurplusH, Iherrfore, so fact a 
fncitonal surplus vshich disappon it the change pving ns« to it 
spends itself out 


Knight t Thioiy Of all the thcotin studied here, Kjughl’s appears 
to be a sound one Cnccrtainty is a permanent feature m tlic economic 
sj'siem This is so on account of two reasons One u the paradox of 
equilibrium It takes the forces of equilibrium time to work ihonsclvea 
out But if lulTiaendy long period is allowed for that purpose, external 
forces are opt to intcncne and obstruct the operation of original 
forces Uncertainty appears as a necessary factor Secondly, 
equilibrium iiulysis lias concerned sUclf only ivith what will be the 
position when forces haiu worked ihermeUcs out to rest It does 
not tell iw of Uic manner in which equilibrium is readied Now, if 
equilibrium is of the swing rotind the pendulum I'anety, uncertainty 
enters as its bisic feature 

ConrlasKjn AH the theories discussed here, including knight’s theory, 
rnake a microeconomic approach to the question of profit These 
under what arcumstanccs indm- 
dual producers may earn profits None of these tlieoncs throws 
any light *w t.W faclcfs rfherk J.b? ^corral Jeve! of 


9 TktCtnttptiMOf^ flm laTTmnltfnl tteiiamcs p tQ4 
to /Up 18G 
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profit in a community. Thevdo not take into account the factors 
which the use of money gives rise to. So far as the demand fm one 
good arises from a supply of the other, profits of one prMucer 
will be balanced by the losses of the other and there cannot be an> 
general surplus. It is only when we take into account the part played 
by money, that we can arrive at a macro-economic theory of profits. 
We shall only then be in a position to explain the oft-obsenTd pheno- 
menon that general level of profit is sometimes continually rismg over a 
period and sometimes it is continually falling. We propose to study 
macro-economic aspect of profits in the chapter on incomts 
employment because it is wnth these questions that tiie general level ol 
profit in the country is intimately connected. 



CHAPTER XXni 


GENERAL CONSIDEI^^ONS^REGARDING INCOME 

Marginal PROnucmiTY TliEORV '/ 

Ongml .™.,, Many cconomoL 

general theory of dtstnbution rn te^ of c resulted m 

Iran factors could be explamed ^ These auernpts ,^3 

the formulauon of marginal „ fj- back as 

l«isic Idea for the analysis of particular problems j 

Ricardo, but as a general theory of distnbution ‘‘ j-fstecd, 
the closing decades of the last century We Le here 

Walras and Clark— independently of one 'LifVtvc the 

Wickstced’s and Clark's treatment of it and then vie shaU 
modified version of the theory as given by M« J 
(a) mcititeed’f Irectnuat Wcksteed's 
theory appeared m a pamphlet 9^^'"^**Trated mathcmaUcal 
DBtnbuUon"(l890).%vheremhe employ^ f.?J"P^l,;nTe if Political 
methods Hu treatment of the theory in his , -^—dIcs and 

Economy” IS simpler and IS illustrated by anthmeti effiaency of 

geometrical diagkms t He uses the phrase “marpnal el^«cy “J 
a factor” mstead of marginal f^“«i\ti> It >» 

“effect upon the product of a small mewment of tlut . • 
remaining the same ” Factors are paid became they their 

I e , became they help to produce output Their uuhty les m their 
producUvity Just as the value of a commodity ten^ eaual Us 
marginal uUlit^, similarly the value of a factor tends « "J 

marginal producUvity A “sensible cniploycr goo on ^ 

men so long as the last one produces at least as much as h ^ ^ 

no more Hence every fact^ will be employed up to the point where 
the additional product just covers the additional cos 

In his graphic treatment he sUrts with a diagrain 
then commonly being used to illmtratc the emergence o /^i,,ch 
23 1) Along the a axis arc shown increments of 
stands for labour and capital) applied to '‘a constant oi > 


1 II, Chapter M , .r- 

2 Malhrmancally if P « ihe lHal|«rfuci ihe amount usetl oP 

one ofthe factoniay, capiu) nK ihen^l^ “ •1’^ roargtnal elficienci ol 
captut, and KX^ u ihcjhare ®f capital m ihe loiaj produci 
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-alon" the j-axis 

Y 


are sho^vu 



increments of crop 
number of 
OjCj, total 

OxjPiV. 

rewarded 


When the 
labourers is 
output is 
Labour b 
at the rate 
so that OxjWjji 
represents the total svage 
bill. The balance p 

rent. If labour used is 
less, say Oxn, its marginal 
product is more, i.e., 
Labour gets _ more 
per unit. Rent is' less, 
that is y^pWi,. As a con- 
stant of land is used, rent 
per unit of land become; 
less. 

In the above diagram, payment to labour is sho'.vn as arccdlmcar 
.area and the return to land is shoiTO as a mixtilinear area. This wop 
have any special appropriateness only if rent were a residual share in 
the product. In fact this is not so. Land earns its payment on - 
same principle as labour. More labour per unit of land meam 

land per imit of labour. If land gets less rent when labour js reduce 

from Oxj to Ox,, it is because land per imit of labour becomes more 
-and its marginal producdvity falls. 

Number of labourers employed -with a constant of land ^ 
by the alternatives open to labour. Quite similarly, amoimt of Ian 
used with a constant of labour depends on alternatives open to Ian • 
"Labour is devoted up to a limit where its marginal reUim 
the same in its alternative uses. The same also happens in the cas 
of land. Thus, if we reverse the diagram given above and represen 
increments of land used with a constant of labdiur along x-axis, an 
‘the consequent increments of crop along j-axis, sve get a simi^t 
•curve as above. Return to land will then be represented^ by ^ 
rectilinear area and of the labour by mixtilinear area. Rectilinear arm 
•of this new diagram rwll be equal to the mixtilinear area of the _ abos- 
diagram and vnsn? Hence mixtilinear area of the aljove diagram 
represents rent of land not because it is the residue but because « 
represents marginal efficiency of land. 

{6) Clark's treatment. Clark’s marginal productivity of a servim 
is just the same as Wickstced’s marginal eflidenej’ of a factor. It 
measured the effect on the total product when a unit addition or 
subtraction is made in the amount of the productive service inq;uesUon. 
keeping the amounts of other productive services constant, hr-aef 
condithns of pare c-omp'iilim, equilibrium is achieved when rhe rate 
of return to each productive service equals its marginal product. 

3 VVicVstcrtl prcr.-cs it with the fadp of an aritliinclicaj illuttratittn. 
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For, orrotorn .o 

or co„pe«..oo 

among the o\vners of the service 


I, „ ^*,0 ,o »o a 

srp,ai!r4rs5.»a«^^^^^^^ 

ductive service ishich can be combing ^ possibility 

services Agnculturc is a \ery o^n ^ fixed 

The second, and the more important, fact is that in 
factors can be adjusted to the vanjAle ^ capital remains 

of the former If, for instance . value of capital 

the same, such madimes can be used a^angemenu of 

employs more men Clark sees no limit to sucli rcarrangci 

resources 


nrrao Mrs Robmsoo has 

theory so that its applicability t$ wndened , modified 

suied applies only to perfectly compct.UNC market Her m 
version applies to all inarkel forms 

Marginal product, of fthidi the 

spoken means marginal physical [cvenuF or marginal 

Therelesant concept is t!ic net *!?i phs-sical Product X 

net Te\etiue product vhich equals Marginal ^ market is 

Marginal Revenue When competition in th Pj, ^ 

■perfect, marginal revenue equals average rev®u revenue 

of the marAal product (MPPxAR) and net or imperfect 

<MPPxMR) arS equal But, when rTemie 

compeiiuon, marginal revenue curve lies below .u.- the value nf 

<airvc, so that net increment in revTnuc is less 
the marginal product 


Secondly, the marginal produa of a Uic^casc of 

Its rate of earmngbut to its marginal earning inu » ^ 

(net revenue) product l^^gmalwa^e 

Now, if compeuuon in the labour market is P®"” ’ Hence 

and average wage curvT», faang an „„al v^aste, also 

marginal (net revenue) product, as it equals ^ market forms 
^■ippens to equal average wage In the case of curve 

\r* ^ Marginal wage curve lies above the av g higher 

marginal wage bu S 


account of the fact that of 

“n'binauon of factors Thus. factors. 

«V assuming that he is K makes 

capital, when he em^oys more 1^^ ' . ,]ie nte 

ppropnate addition in capital But capital is als pa 
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of its mar^al (net ret’cnuc) product. Tlius when both are In this 
manner increased: — 

Increment in value Increment in labour X Marginal product 

of the output = oi labour -{-Cost of capital 

and. 

Cost of capital = Increment in capital X Marginal product 

of capital. 

Tiius, both the factors icceivc payments at rates which equal their 
respective marginal products. 


Criticism of the Theory 

Even in its modified form, marginal productivity theory' remains 
an unsatisfactory’ explanation of the determination of earmngs oi 
factors. We shall mostly state our arguments in terms of labour 
though the observations will be equally applicable to other factors. 
Also, we shall use the term marginal product to signify marginal net 
revenue product. 

IndeleTmmalencss. The marginal productivity theory is indeter- 
minate. In a given situation there is not a single rate of wages at 
which a given number of workers will be employed. On the 
other hand, in most cases, there is a range within which the rate may 
change v.ithout changing the number of workers employed. To*" 
instance, consider the following table’ — 


No. of Workers 
Employed 

10 

11 

12 


Marginal Revenue 
Product 

Rs. 

3-8-0 

2 - 8-0 

2 - 0-0 


Eleven workers will be employed when the rate of wages is Rs. 2-8-0 
or less but is more tlian Rs. 2.* Similarly, ten workers twll be 
employed when the wage rate is between Rs. 3-8-0 and Rs. 2-8-0. 
Marginal productivity theory assumes perfect div’jsibility of factors 
so that infinitesimal changes can be made in their amounts but in the 
real world factors arc indivisible beyond a limit. 

Assumption of full employment. Wc are told that in equilibrium 
marginal product of lalrour equals marginal wage. True. But we 
cannot conclude from this that marginal productivity of labour 
determines marginal or average -wage. Suppose the wage rate is 
aiven. Employcis can decide how many tvorkers to employ' because 
they will equate marginal product to marginal v.'agc. But we arc 
T!<n told what determines the wage rate? Margin.al productivity 
will indicate wages only when supply is given. Tliis is assuming 

Ewfect cotnp-thTon is as-uni'cl in this para and the next. 
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«<,rWc„ 

productivity lhcor> assum .,' > mclastic I i fact, hov*cver, 

Jruv«,„E(,ndor-n"^^^^ 

I qiuhOn thcorv. therefore, only shows 


It IS not so rqiul.bnurn is not Utc^ therefore.’ only shon-s 

achieved — Mith full etnphj^m tii-ritesof ctminRs of factors and 

tlmt >i.e rates otearmnsp of these 

jow vat.om forces mc.lioned that the theory does 

factors (By ‘ ” l,\ie ice of KKt.olos.cal factccs hie the trade 

r“*;'r„e““"re™ptK.eo. of oon.eo. soc.al status athtchttg 
to the job, etc , etc ) 


;UC JOQ, CIC t r\\.j 

rrorn thts “i” ,'ts marstoa) 


r,om this they jump to tl.e “°”aU marstna) 

XmTsS"S:";^rSS,S:? mJ, tddt,onaleo.u.den..,ot» 


First, hotv shall t.c measure die marginal "7 

m the ..hole eeonom.e aet.v.ty’ Y\m,. SSttoK 


Secondly, marginal produciivi^f curve 
to be independent of wage rate . capiUl equipment 

of higher wages on cfTiciency-in the short 

is given capital iccumiilauon 

reduces profits and thus *'*'‘^1^ lo a^lowcr position as a 

Marginal productivity curve will then *»>» ® 

result of the change m the wage rate itscit 


We come uow •» ’ -Ho t^l^-J^Tal “ncc'S 

wc treat ofonly one industry, we as^ 

u independent of the output of aclivitv^ Pnee level 

., Khero-e comber thc^.ole ^^"'^S ^to^ooutpu.s of all 
ca^ot be aaumed to the question arises whether 

industries, taken together, ^^"5^ advocates of 

the relevant concept is real {^jcr about the divergence 

mar^nal productivity tlJ^cy ^ aks in terms of money wages 

between the two Mrs nf iS^ue product, 

because on the side of product she speaks ol revenue p 

No... see fmd that .n a 

falling and employment is also Isdling lh ^ that though 

marginal productmtv theory «»uW 


, ^ rf eircicnrr unit” •''’P because 

5 Even Mo Itob nson’a 5*-.% „<« t* » for tie »dier usdounei 

Vfbat ate tflioency units foe ,*S!l!n 


Vibat ate tfliciency units for one iDdoi|^, 
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money ^vages are falling, real -.vages are rising. There is no empirical 
proof that real v.-ages rise during a depression. And cvta othen'rise, 
it tvould not be pennissible that the theory is first established in mone- 
tary terms and explanations of actual problems foUov," in real terms^ 

Anytray, acceptance of marginal producd’rity theory tvould 
imply acceptance of the principle that v/age rate determines the 
les-el of employment in a country, so that if v.-ages are lowered, more 
persons v.iM find employment. But a fail in v/age rate is likely to 
reduce aggregate demand for goods in general and is, therefore, Idtely 
to reduce opportunities for employment. .Aggr^aie effective demand, 
and not the wage rate, determines the les'e! of employment. 

If marginal producitivity theory is incompetent to ansv.er 
queries of general equilibrium, it is utterly useless as an explanation 
of the effects of dynamic chasges. What determines the level of 
wages when an economy is advancing, is a question far beyond the 
reach of this theory. 

Ecoxosne Whefare aso DiSTRinxmox of Natioxai. DivTOErm 

Afeolute size of nadoaal dividend is not the only determinant 
of economic welfare. The latter also depends on hovr this national 
dividend is distributed among the various sections and individuals.. 

MersheWs cpprocch. Marshall, Edgeworth and Pigou relied 
upon the principle of diminishing utility to gauge the effects of change 
in the distribution of national tfividencL The argument ^ven runs 
thus: “The law of diminishing utility' holds good in the case off 
money' so that the larger the amoimt of money with a person, the 
less win be its marginal utility. It follows from this that the marginal 
utility of money' to a poor man is greater than that to a rich person. 
Thus, if some wealth or income is transferred from a rich to a poor 
person, the gain of utility to the poor man from this transfer v.iil be- 
morc Uian the corresponding loss of utility to the rich man. Such a 
transfer, therefore, increases total utiliiy to the community.” The 
argument is generalised and is sought to be applied to grour«. Assume 
a given size of the national di'ddcad. Mow suppose that the as-erage 
income of the people in Group A increases lehife that of the people in 
Group B decreases, correspondingly. This will mean an increase in 
economic weliare if people in Group A are poorer than the people in 
Group B. On the other hand, if members of Group A arc more 
prosperous than those of Group B, economic ss elfarc v,-ili dhninbh fay 
such a transfer of incomes. 

CrilidsTe. As v. e have already noted®, Robbins raised his voice- 
against application of the lav/ of diminishing utility' to comnarisons 
of utililics betv/ecn persons. He held that polici« of transferring 
wealth and incomes from the poor to the rich do no: find any justi-- 
fication in &e law of diminishing utility, wherever else one" mighc 
try to Sad it. Hhwas thus a condeirmation of this approach without : 
f-">' Alternative positive suggestion. 


Gfcas>ter III. 
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Kaldor-Hick^ api>roa(h In recent ycirs cntiCJsm of MarshaU’s. 
approadi has come from Nicholas ICaldor and II R Hiclts 
But KaldoT*Hicks’ criticism, unlike that of Robhms’, is not just 
i destructive one, it suggests an important altcrmtne approach- 
Kaldor-Hicks approach to the problem of economic welfare 
may be summarised as follows 

Cv'cry individual has his scale of preferences He Incs to satisfv 
the demands of his tastes, that is, moves up on lus scale of preference, 
as far as possible. There are two hurdles whidi obstruct Im way to- 
a higher posiuon on the scale of preference First, his productivi 
resources, and the pr^uctivc potver of his resources, arc hinitrd 
Secondlj, tastes and wants of othcis limit what he gets, if others get 
more, he gets levs Economic problem thus exuts in “an oppiosition 
of tastes and obstadcs,” As people iry to satisfy wants, questions oF 
pToduction md exchange arise The economist has thus to studv 
questions of output and prices Tlie economist has also to examine 
how far members of the community advance m satisfying their wants,, 
le, the cRicicncy wlUi which the ewmomic system is working 

An increase m the income of an individual lakes him higher up 
on (he scale of preference and thus increases his welfare But the 
same rise in income dues not increase welfare equally in all cases 
Hence increases (and aUo decreases) of incomes m different cases 
have to be vveigbted difTcrenUy Two diHiculues arise here- First, 
there IS no method ofamving at “weights,” which would be universally 
acceptable Even if we w'erc to accept Marshall’s conception oF 
different marginal mihues of money f<w the rich and the poor, we- 
arc yet unaware of how much u the difference between the two 
\Vliether an increase of ten rupees per month in die income of a poor 
man is to be considered twice, tnnee or four umes as good as a similar 
increase m the income of a ridi man, is a question for vvluch Marshall’s 
analysis has no answer Secondly, can we aggregate the mdividi^ 
incomes^ Hicks compares welfare to temperature and individual 
incomes to many kinds of thermometm * working on different 
principles and with no necessary connections between their registra-. 
tions ” lake these temperatures, individual incomes cannot be 
added because their aggregate would carry no meaning whatsoever 

We note two facts Comparisons between two persons of losses 
or gams of utility flowing from decreases or mertases of mcoracs are 
inv^d And aggregates of incomes do not convey any sense In 
other words, effects of cliangcs m distnbuuon of incomes on weUare 
arc apparently indeterminate 

There is one way out of this difficulty One arcumstance 
may improve Ai position and worsen B‘s Another circumstance 
may improve A s position without damaging B s In cases like tlve 
second one, conclusions about wdfarc are easy to amvc at. Sucli 
conclusions arc unambiguousandnotopcntoobjcction A movement 
which puts one individual (or group) higher up on his scale of pre* 
ference without m any way worsening the position of otlicr lndlv^duaIa 
(or groups), can be said to have increased ccononuc welfare and tlie- 
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cfficicnc%’ of {hr sj'stcm as a means of satisfying svatiis. When a sittm- 
tion is rrached svhrre it is not possible lo enable an indnadual 
for group) to salisly more wants without bringing some other individual 
for group) lower down on his scale of prclerenrc, it h the position of 
optimum organisation of the economic ssstem. 

Kaldor-Hici^’ approach icfuses lo pass judgment on intcr-per- 
sona! or inur-group transfers of incomes. It attacla where Uic citadel 
is sure to fall. Only in such cases is economic welfare of the com- 
munity deemed to have increased where incomes of some have mcrcased 
and of the others have not decreased. Real income of the Society in 
5 ear No. 2, is considered higher than in year No. 1 , ifit was not possible 
to mahe, by change of distribution in year No. 1 , everyone as ivcll^ off 
as he Is in year No. 2. Kaldor-Hicks’ approach, like Marshall-Pigou 
approach, assumes aijscncc of changes in tastes. 

Cmeiiuton. The upshot of Robbins’ criticism and ^ Hicksian 
analysis is this: When, for increasing welfare, the economist recom- 
mends increase in social production, he has a definite and dependable 
Ijasis for it. But, if for the same purpose he recommends reduction 
in distributive inequalities, he is not on sure grounds, because on 
economic grounds it is not possible to say which pattern of income 
distribution will make welfare ma.ximum. 

Manhall suggested a basis for recommending reductions in 
inequalities. Robbins, Kaldor and Hicks, have shown the hollovmcss 
of the basis. But while the economic basis for a policy with such a 
purpose has Ijecn challenged, humanitariamsm and socialistic ideas 
have supplied new pt^s to support it. Social justice, it is said, 
demands that transfers of incomes arc made from those who have 
enough and to spare to those who cannot afford reasonable standard 
of living. In other words, distributive justice is a constituent of sodal 
justice. On tliis ground, reduction in uncqualities of wealth, incomes, 
and opportunities is placed before the economist as an end b itself. 

SosiE Ilcustratioss 

us imagine a few specific changes in the size and distribution 
of iiadonal dividend and sec what interpretations we could place on 
them according to Marshallian and Hicksian scheme of things. In 
all these eases, vyc assume that tastes remain unchanged, as also the 
commodities which enter into consumption. 

Case I. National dividend has increased by 1 0 per cent but inter- 
personal distribution of incomes has not changed. According to 
Marshallian as well as Hicksian concepts, economic welfare has 
increased by 10 prr cent. If national dividend had decreased hy 
10 per cent, economic welfare would have decreased bv the same 
pcTccntagc. 

Case IT. National dividend has increased bv' 10 per cent. Inter- 
pcrsoml distribution has also changed in such a manner thatincomes of 

-c have increased, but those of the rest have not changed. Of course. 



GENXRAl, considerations REOAROINO- Incoue earnd-os 28J 

m gome cases, the increase in incomes has been more than in oihtrS 
Both Marshallian and Hicksian analysts will conclude that 
economic welfare has increased It is, however, not possible to 
determine the percentage increase in welfare And what is true ot 
increase in national dividend is, miitaUt mutandis, true of a decrease 
Also, conclusions would he no diflerent If alt incomes tncreascd (or 
decreased), unequally 

Cate III Nauonal dividend has not chang’ed Inter personal 
distribution has undergone a change so that some incomes have 
uicrcascd while othen have fallen Followers of Kaldor and Hicks 
would refuse to put any mtcrprctauon on this happemng Followers 
of Marshall and Pigou would say that if the transfer of incomes has 
been from the nch to the poor, economic welfare tias increased Audif 
Uve ncli have gamed at the expense ofthe poor, welfare has diminished 

Coil 2V National dividend lias mcreasdd also inter personal 

dtttribuuon has changed m favour ofthe poor Marshalhan analyst 
would conclude that economic welfare has mcrcascd If, however, 
the increase m nauonal dividend is accompanied by a change of dis- 
tribution in favour of the neb, he would find one factor tending to 
uacrcasc welfare opposed by another faeior tendmg to reduce it As 
he cannot be sure of their quanuutivc pulls, he declares the position 
indetemunace. Similarly, a decrease in national dividend accom- 
panied by a change of distribution in favour of the rich would, tested 
by Marshallian mstnunena, reduce the ivelfare Ifpauona] divideRd 
decreasa but poorer sections gam at the c«t of the nch, the position 
caxmot be mtapreted 

In all the difTcrcnt situations of case IV, the Hicksian analyst 
would wear bewildered looks, because he is not in a position to form 
an opinion 

MeASUREltEKT OT l(«q,lJAIJTlX3^0F INCOMES' 

We havcpointedoutin Chapter 1 diht it Is thb rcductionm, rather 
than the clinunauon of, inequalities of inconufewhidh economic policy 
comes to aim at. How much diffen-noa are Sal* aJlosvcd,— that is, 
wlut would be an ideal distribution of avealtlvt-none can say wih 
any exacutude Similarly, there is no Universally acceptable measure 
of inequality Even if there could be sUch a measure, we could 
not infer from jt how far tlie coimtry aipod removed from die ideal, 
M thepicture of the ideal itself » hary Some methods may, however, 
suggested for measurement of inequabUes 

1 Ihghtl and hUxsl tnumes An idea of jnequahties may l.e 
had from the highest and the lowest incomes obtaiiire in die country 
The gap is generally represented by the rai»6 which the highest income 
bears to ihc lowest mcomc Eflbtts may then be made to narrow the 

between the two 

2 Dff'ftnets between netal gnufs, ‘piiTetcn^ ^f average 
iitcomes between dilTerent geographieaJ, Wrda!, and sboal groups 

19 


290 


EOONOSnO THEORY 


may be studied. For instnner, differences between average incomes^ 
in urban and rural areas, bctv.‘ccn physical and tncnUil workers, 
and between earnings pf labour and capital riiay form a good guide 
for economic policy. TJic Planning CommLwion of India, in the 
First Five-Year Plan, gave high priority to rural uplift so as to 
reduce inequalities of incomes between rural and urban areas. 

3. Formalinn of income groups. Another method is to find and 
record Uic number of person in v’arious income-groups. In the light 
of history, religious leanings, sociological factors, and geographical 
situation and climate, various income-slabs may be assumed to re- 
present incomes of the rich class, upper-middle class, lower-middle 
class and the poor class. We may then be able to say whatpropoi- 
tions of population fall under different categories. Obsnously, the 
definition of the categories tvill be arbitrary and there will be rnuch 
scop" for the whims and prejudices of the investigator. Figures obtained 
by this method may also be used to bring out the fact, common to all 
capitalist economies, that quite a large chunk of the income accrues 
to a very small group of people. This latter fact may also be brought 
out by proper compilation of income-tax returns. 

4. Deviation from average. A statistician would measure 
Inequalities by finding out per capita income and then calculating 
how far individual incomes deviate from this figure. An average 
of d'lviations (without Tcfercncc to plus or minus signs) gives as idea 
of inequality of distribution. Calculation of a mathematically exact 
figure of average deviation is a stupendous task in any country, 
because the investigator must know the income of every individu,'jl,.and 
there arc millions of such figures to handle. Ncs'crthclcss, 
approximate average desdatiou can be found even from the schedule 
of income-groups. 


Causes of Inequauties in Incomes 

The fact of intqualily. That distribution of incomes is extremely 
uneven in all capitalist countries, is a fact which admits of no doubt- 
Even in a country' like the U.S.A., xvhich claims 43 per cent of the 
aggregate annual production of the world, 40 per cent of the 
people earn less than what svould give them a reasonable standard of' 
comforE In In^ only one per cent of the population claims one-third 
of the total national income, the remaining tv.’o-thirds being shared 
hy 99 percent. Let us study the factors which give rise to inequalities. 


D'jf rences in rcsoutces. Kinds and qualities of resources o^vncd 
by individuals arc dissimilar and unequal. Tiiis is so, firstly, due to 
inequalities ofinhcritance. Some people inherit fertile or well-situated 
lands while lands inherited by others areTef inferior quality. There arc 
still others, who do not possess any landed pioperty' at all. Similarly, 
some inherit large . bank balances fi-om tlieir parents while others 
mherit only debts Inequalities in property' osvncrships can sometimes 
be e.vplaincd by ^ffcrences m propensity to save. There are persons 

^ ^ and have imbibed habits of 

*nft and economy. There are others who arc wreckless and callous 
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and hav’C Icamt only to live beyond their means The thrifty, in 
due course of time, come to possess resources Vihich yield income, 
while the prodigal hase to depend eicclusivdy on their labour 
Business chances are also helpful to some and unhelpful to others 
Future lies in the lap of the uncertain and even the best calculations 
cannot anuapate all that is to happen Those, a%hom chance 
favours, make fortunes and come to own property, which wU yaeld 
income Those on whom fate lro%vm lose ea^cn what they had 
inherited or saved by hard labour Tlius we come across two dasses 
of haves and have notes, the latter, as a rule, having lotvcr incomes 
tlian the former 

There are, then, tnfferent categories of property Equal 
investments in difTercnt assets yield different incomes It has generally 
been observed that land as a property >s less remunerative than 
equal investment in industry or trade. Yet, people continue to hold 
on to land for various reasons It is, firstly, because some amount 
of social prestige attaclies to ownership of land Moreover, popula- 
tion of the world has been increasmg and the pressure on land has been 
moumuig Consequently, value of land has been nsine It is m 
anticipation of such rises that owners of land continue to be oontent 
vath a lower income of land and do not shift o\cr their investments 
Many people also dtstmguish between investments where the owner 
has to be active and those where he is passive Holders of shares of 
corporations are more or less passive in respect of this category of 
their investment Similarly, tliose who rent out their lands to tenants, 
have only to nuke permanent improvements at intervals Those 
>vho own buildings have to trouble only about collecting rents and 
occasional repairs which arc much easier jobs than shouldcrmg the 
hazards of a business Investments, m respect of whicli the owners 
have to be less active, are generally less remuncrauve and yet their 
owners do not excliangc them for raorepayingoncs, which will involve 
Work and attention on their part. 

Offtmus of tfiaerrtj Even among the havc*noles there arc 
vast diftcrences of income Tliese diflerenccs are mostly explained 
by differences m tfilcicncy Accidents orbirlh and natural diffeTcnccs 
of talents explain the differences in efBcicncy A foreman is lower 
paid than an engmeer, because tlic latter is more effiaent He is 
more effiaent because of his cducauon which he could have because 
of Superior talents or richer parents or boili Even between people 
vnth equal education there are diffi-renca because some happen to 
be inoreinlplJigeijt and can moreswifUy, easily, and comprehensively 
the implications of different suuauons than others 

Tmmobil ij of faclcrt ImmobilitY of factors — geo^phicaJ, 
horizontal as well as \eriical— is alsoa cause Of inequalities of incomes, 
*50106 occupations arc open only to a few for natural or other reasons 
Similarly, in trades where produrers combinations arc well organised, 
entry m.iy be impossible Where txndc unions are stroni,, entry is 
regulated and wages kept high &i a ojuntry like India, mobilify of 
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labotir is kept low by social institutions like caste system and joint 
family sy-stem. 

Regional differences. Differences in incomes also arise because 
different regions are unequally advanced. Some regions have poor 
natural resources and, hence, offer poor employment opportunities to 
their residents. Also, the social and political history' of different 
re^ons is dissimilar. They, consequently', find themselves in different 
stages of economic advancement. India, according to the late 
Henry Wolff, is a country “where nature dances a generous dance, 
poverty plays a mournful tune.” Explanation of a richly endued 
country being inhabited by a poor populace, lies in her political 
history and social institurions. On the other hand, prosperity o» 
U.S.A. is in no small measure explicable in terms of the inidativc 
and industry of the sturdy Europeans \sho migrated to that country 
after Columbus discovered it. 

Factors reducing inequaWies. In recent years, certain factors have 
appeared which tend to reduce inequalities. The reference is not 
to abolition of private property in controlled economies, but to the 
factors which are at work within the framework of the capitalist sy stem. 
The most important of these is the welfare activities of the State. In 
most coimtries, the role of the State has changed from its being apolice 
entity’ into a welfare entity. Tax systems are so contrived that ih® 
rich have to contribute more to the exchequer tlian the poor. Taxes 
are made progressive and more of such commodities are taxed wiuch 
are consumed by' the rich. A large proportion of the revenue of die 
State is directed towards the uplift of the poor. Educational facilities* 
rmemployment benefits, social insurance benefits, and the like, are 
provided for the poor. Employment exchanges, fixing of minimum 
wages, and other such steps also reduce inequalities. In most coun^cs, 
the State also works for a planned development which is so conceived 
that, apart from increasing the total national income, it also reduces 
inequahties of incomes. Means of transport and spread of education 
increase mobility of factors and thus tend to reduce inequalities* 
Political consciousness, voting rights and parliamentary system of 
gov'cmmenthave given the layman a faith that he is an equal citize® 
vsiih others and presses his right for a reasonable Ih'ing. 



appenooc to chapter xxni 

adding-up problem 

Th, probh.. problem 

another controversial issue, ti« , the j product, toul 

rate of payment of every factor mulu- 

product mmt equal the sum of tlie quantities of fictors, r^r 
phed by Its marginal product Ihus, ii, 

h P IS the total product, 

2 a, fc, e . . . arc the quanotics of v-anous factors ot produc- 
tion 

3. m„ «„ m, . . .are respectively the marginal products 
of these factors of production. 


P=m. a+tej^+t"s •» * . u u . 

Tlie problem of demomtratmg that this equaUon 

called Ihe addmg up ptoblcm If «e caiefulll scan "I"®*'”"’ 

then the problem mil be found to be that when 

has made payments to all faetois m accordance svith Jhe.r 

products, he must he left oath such an amount as just measures 

nil own marginal product. ' 

Let us, at the ver> outset, dispose of an 
by some vmters It u said that an employer alwa^'s 
of ukmg service as an employee, therefore his cammgs cannot be 
than hi margmal peodnet L in employee H.s o^Bs “■»” 
lu- htghe, than that, etther. on 'rr ,'i‘,. ,.admOT .n 

argument ignores the fact that an employer selects 
which he IS most efficient The altcrnauve ?TrSmcni 

may be such m which he is not a, effiaent Abo. he ^r^^nt 
assumes that every employer earns normal profit, whi 

WickUid’t tcMion Wichstced made use of 
Euler’s theorem in M'lthematics, to establish the ^•aUdlty of the a 
equation r 

■ TEuln'.Hwrmsi.r. ih.l.tPn * ■ho' 

of nthdnjree thenim ofthe ranablef eotb im.Uiplird by ^",re eoneertied 
of P wuh reipect lo that v«n«bfe, u the vabdiiy 

with a homogmeoua funeiKm of ibe fint de«i«e, we may demonttra 
of It ai under*— 

Let, P=(iii4-pi+y«+ • 


Hmee,p.. _8£ + (- ffiJ-s -^+ 



294 

If P = / (fl, b, c, . 
then, 


P=fl. 


83 


ECONOMIC THEORY 

) is a homogeneous function of the first degree, 


+ b 


dP 

db 


-r c. 


dP 

cc 


Let us translate it into simple language. P z= f {a, h, c..J)inta.n> 
that output is a function of the quantities of factors used. That As 
equation is a homogeneous function of the first degree, implies that 


conditions of constant returns prevail. 
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8P 

db ’ 


_0P 

d: 


etc., are 


marginal products of the factors*. Operation of consAnt returns here 
impHes that a given proportional increase (say 2%) in the quantities 
of all factors n-ill result in an addition to the total output in the same 
proportion (i.e. 2%)®. Assuming that constant returns prevai' 
tn this sense, IVicksteed has shossTi \vith the help of Euler’s theorem 
that the total product equals the sura of the quantities of factors, cac'i 
multiplied by its marginal product. 

Wicksteed realised that if competition is imperfect, conditions 
of consAnt returns cannot be assumed. For, es'ery increase in the 
factors of production will increase toAl output which has to be sold at 
a lower price. Hence, even if an increase in the quantities of factors 
produces a proportionate increase in the physical quantity of output, 
increase in res'enue will be less than proportionate. Wicksteca, 
therefore, confined his attention to conditions of perfect competition. 
Pareto pointed out that e\'en under perfect competition consAnt returns 
may not operate. Of course, for a producer the price is the same 
whatever the output, but there may' be diminishing returns on account 
of diseconomies. 

2. Wicksell’s solution. Wicksell attempted a solution svith the 
help of two propositions, one made by' Clark and the other by Walras. 
Clark had argued that as entrepreneurs have no function to perform 
in a sAtic economy', profit must be zero. IValras had pointed out fha^ 
in perfect competition equilibrium is esAblished at a point where 
average cost is the minimum and at that point average cost is neither 
rising nor falling. 

Wicksell said that when costs are consAnt and phvsical returns 
‘ are also consAnt, profit wall be zero, . He then proceeded to shore 
that consAnt physical returns must prevail in perfect competition. 
There cannot be increasing returns because they are incompatible 
with perfect competition. There cannot be diminishing reAm'= 
either, because, in that case, profits -will be positive and netv' entrants" 
"eager to share this painless method of earning a livelihood”— rrni* 
increase the output, reduce the price, and bring the profits down to 
zero. Wickscll’s argument, thus, rests on the assumptions of perfect 


8 It is evident that ^.,are m,, mj, ni 3 ..or the' equation 

■which -we set out to start with. 

® It roost be noted that constant returns in this sense arc compatihie with 
” of diminishing returns when only one factor is increased and other* 

. Kept constant. 
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applied Tor tbe solution of the adding up problem 


3 Mr, lonn Rtbrnerr', alirlrrm Mrs RobiJS™ f 'j" 
-„udc Theorem, and The Pfoblem Of Dnmbuhon 

nttcrapled to give a comptehemive solution of the prohlem 
set out below her arguments in steps 


The ease efa /Irm i« Per/tet comp/lUion It it difficult to give 
any r^irrrJ^Zr^i t^the tS tnatgtnal produd o 1^ 
neit 1. frrr. Tor analys.s i.e tnay rniapne H-™' ^ 
suppose there is no function of decision niaki g J^^^tors lie 
of the faaors undertakes to matte pajpnents to their marginal 
svill employ the other factors op to the hrmt 

products eiial their respective smges Hit own factor ». also tm 
So the same footing There is no "P 

In this case, then, aserage cost is nunimum, constant phys 
will prevail and Euler’s theorem provides ihc solution 


Secondly, suppose that entrcpreneunhip « 

in thalthe“quanmy”ofdecisionmalcingvari«w P output, 

when he applies a larger ’‘ouantity” of it, there « a la^ 1 . 

and he persuades himself to do so only if ** P factor and 
reward *^cmon making, then, becomes 

she “rate” of lU reward equals us marginal product ihere « n 
profit mthesenscofasu^lm 
physical returns Euler’s theorem can be app 
problem 


In the third case, ^vc assume that the siic 

indtvistblc unit, i.r , decision “ n cntrenreneuTship has no 

of the output. Here marginal pr^uct of returns 

meaning The only meaning which can be pven lo cu. ^ 


meamng The only meaning which as quanUties of 

« that quantity of output In ihU case it 


IS that quantity of output mcreasw pmjw. / 

factors, other than oosuive constant physical 

can easily be shown that if normal are at the mini* 

returns Jo not prevail when costs (induing PX?c"t«age cost is 
mum Wth positive nortMl profit, V returns stop 

the lowest, is larger than the output at 
operating and diminishing returns begin t pera 


To illimratc it Id m ’J;”' SSii?. "AhoTl^^' d“' 

tictor (or composite of factors) call -.fnams the same whatever 
wage rite » Rs 5 As ^r alSs of output, 

the output, normal profit is the same i 


to Seeatmuynnei Seplttobct tSM 
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TABLE 23-a 


No. of Marginal 
Labourers Output 

1 2 

Total 

Output 

3 

Total 
Cost of 

Labour 

4 

Normal 

Profit 

5 

Total 

Cost 

6(4+5) 

P vcrage 
Cost 

7(6/3) 

1 

5 

5 

5 

20 

25 

5 

2 

6 

11 

10 

20 

30 

2'7 

3 

7 

18 

15 

20 

35 

T9 

4 

7 

25 

20 

20 

40 

T6 

5 

5 

30 

25 

20 

45 

1*5 

6 

4 

34 

30 

20 

50 


7 

3 

37 

35 

20 

55 

T51 

8 

2 

39 

40 

20 

60 

T54 


It is clear from the above table that ts'hile economies of scale 
yield place to diseconomies as the number of labourers is incireasep 
beyond four, average cost is minimum when the number of workers is 
six. Thb is so because average cost includes profit. Profit ptT unn 
diminishes as output increases and beyond four labourers fall in profit 
per unit exceeds the rise in labour-cost per unit. Beyond six workers, 
the latter takes the lead. 

In this case, then, where there is equilibrium (with six labourers), 
costs are at their minimum but diminishing physical returns are 
arising. The number of firms comes to be such that diminblnng 
returns to the individual firms prevail to just such an extent tl'at 
normal (positive) profits arc being earned. Profits being normal, new 
firms are not attracted and output of individual firms b not driven 
back to the level where constant ph'j'sical returns prevail. 

(6) The case of an industly in pcifecl competition. If one entrC' 
preneur leaves the industiy% factors of production, which were 
employed by him( get dbtributed over other firms. Total output due 
to these quantities of fiictors b less when employed by other firni-s- 
Thc difference b mar^nal product of aitrepreneurship to the industry, 
may be defined as difference made to the total output of the industry 
by a unit reduction in the number of entrepreneurs (or firms). 

When constant physical returns are prevailing, marginal 
produrt of every factor to a firm b equal to its mar^nal product 
to the industry. Whiyi, however, economics -of large scale are arising, 
margi^l products of factors to the industry' are greater than the same 
firm. For, when increased quantities of factors are used by a 





firm, not only do ’"“'Sma' T>t^“ ialculating the marginal 

other firms also derive »o“' f „ but also the latter mnst 

prodttetstothemdnstty, “j''' XerT^dBeconomies are an.mg, 

fc reeloncd amte ^„,tr, are less than the same 

inarginal products of factors to the industry a. 

to a firm 


As compctiuon is perfect, | physical products ot 

We can, therefore, safely ^assume reduced by one In 

factors do not change if the ^ „ amounts of factors will 

other words, if the number of firms » P number remains n or 
have the same margmal products whether the num 
liccomes (n 1) 


imes v" ‘ / 1 

Now, letus suppose for Suppme 

only one taetorCorcompmile of facrml ptevarlmg Matgmar 

further that constant physical return K ^ marginal 

pliynml product of labour to the rndusuy wd' 
physical product to a firm 


Marginal product of entrepreneur* 
ship 


.output of one 

of labour employed by 
jf it is distributed among 

■R«ciptt*orthe 

ofUboiuXinp of labour) 
s Receipts — costs 
.Profit 


When increasing returns are labtmr multiphetl 

of labour to the industry IS rising in Tliai hov.c%Tr,i5under- 

byits marginal product exceeds total witp , there are inrreosirg 

standable For, as sse ha\e noted a^'^ industry rtc^ the same- 
returns marginal products of factors to e i lUj^arpual product 
to the firm Es cry factor is paid a was!;e q 
to the firm and not to the industry 


Total output 
Total output 


industry 


I the 


Similarly, sshen diminishing returns are opem 

factor u equal to its marginal product to the firm, but is gr 
marginal product to the industry 


duct to the inousuj 

U Timuif IiovfrwT.beeIe«lT f 

l>*e factRn do nol chance by ihe doarf*»'“'ee . direimee ».Uieh «» 

boon v.h <h i( wu empJc-ying doe» bewo* •”* 
ibe mtrgraU pr^uct <J «i i Ut|jij> e i uAip- 
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(,) rfe ./« 

v-e have spoken of con^^ai't 
physical returns wthout 
mentioning whether increase 
in factors is measured in 
physical terms or in terms ol 
outlay on them. It v-"^ “”'■ 
nccessarj', either, to 
guish bettveen the two. VVnen 
competition in the factor 
market is perfect, addiUonai 
quantities of factors can 
be obtained at the^ sanr 
price. Increase m tc- 
outlay is exactly proportonat 
to increase in quantities oi 
Pig. 23-2. factors. In ° 

Imperfect competition, larger supplies of factors can be ® jj, 

higher prices. 'Hence outlay increases at a faster rate than the q 
ties of {actors. If v.-e reckon factors in terms of outlay, we 
reckon output also in terms of money-value. Hence to find out re 
to scale in the relevant sense, v.-e have to find the relaUon bei"’ 
money outlay and value return. If a given proportional increas 
outlay produces an equally proportional increase m the value o - 
output, constant returns will be prevailing. Euler’s theorem t' 
-apply to such a case because, a, i. r, .... as well as P are bang c 
puted in terms of money, 

(i) ^ero profit. Consider the case of a firm in monopolhtic 
competition svhere normal profit is zero. As shovm. in 
-diagram, it is in equilibrium vtith an output 0M.^~ With 1 1 
output, average cost curve is falling. It means larger output cfl • 
be produced with proportionately less outlay. But, average revem!*" 
eurve is also falling, which means increased output can be sold at 
-a lower price. If price is falling less rapidly than average 
there will be increasing returns. .Also, if price is falling less rapw.j 
than mone-y outlay, slope of the demand curve will be less than tn® 
of the average cost curv-e. Similarly, if price is failing more rapidly 
than outlay, diminishing returns (in term' of value returns to money 
outlay) will be operating and, also, demand curve will have a greater 
“slope than the average cost curve. 

In equilibrium position of the firm, i.e., at P, demand curve ^ 
tangential to average cost curve. Their slopes are, therefore, cqua- 
TIcncc at this point, value returns in terms of money outlay arc constant- 
.And once sve know that returns are constant, we can, on the basis o 
Euler’s theorem, say that all factors arc receiving payments in accord- 
ance with their marginal products to the firm and the residue is tsem. 

12 'Nornsal protn bfiog zero,i !0 profit u fiidaded in the co-ti- 
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C, P.F,„F,^™yr, 

■competitionvvlimnmiiialpTOrun^*''" " are fqual But 
bnui; mutipnal "he aretaSC cost curec 

¥hT?,V v,c 

Of posms-c profit IS thus eompauble w.th Euler s theorem 

(J) Tk cu„ ./ iumotot 

SutooM of romunt return ptcs-a.1 in the lucluslty 

We luesvlhatssheneompeunon 

not average «?S' ’■’“f 

/ wage being higher than 

average wage, the of 

ingea fcir factors he below 
iheir marginal Jtodiict 
For mstaitce, m Fig 2a 3 
equilihniim of 
oSf lit marginal p^uet 
,1 PA/, but ns wara rate is 
QKf Hence 

r^r'“"arrj^rs 

e";S?;re’neurt:re^ej;e 

evK-re’vxi^- 

SrSlSlEon' M“Sp 



,X^ pne hand, acutnmg conitant 

13 ltmghtb<obKCtcdtb.t we«eJo^^^^^ 
retnrni and on the other jhwtnj ^kimh to inereato tn «W factor* are 
But as alreadT ob.erved «>"«•"' oar t»c«or ontr Moreover return* 
t ble with dim nuhing return* » 
are constant to the industry, not lo Ibe 



CHAPTER XXIV 

MONEY ANTD ITS IMPORTANCE 

Up till now we have discussed two questions, viz-, the cquUibriuin; 
price and output, and the determination of income earnings. Analysis 
of demand was ancillary to these two studies. In all this analysis, 
the problem related to a single industry in a^ country. Thus our 
analysis extended to the micro-economic field in a^ closed econon^- 
Let us now proceed with a study of macro-economic proble^. _ ® 
shall continue to assume a closed economy in some of the following 
chapters. Butin Chapters 31 - jS, we shall remove this ^sump- 
tion and take account of the fact that there are in the w or 
a large number of countries, interconnected and interdependent. 


Definition of Money 


Multiplicity of dfiniiions. Money is one of those terms whic i 
are difficult to define. Many definitions have been suggested. _ Every 
one of these definitions is superior in its own place because differen 
definitions are appropriate for different purposes. Difficulties o 
defining money can be understood only after we have studied the 
functions of money. 


Oui dfinition. Many writers on monetary topics agree on a- 
number of points. They agree that money is an instrument of exchange* 
They also admit that a thing is money only if it is acceptable to a 
large number of people. It is also conceded that its acceptabihty 
rests, not on the fact that those who receive it have a direct use 
but on the fact that they are confident that it will be accepted by 
others when they, in turn, purchase goods and services. But tlie 
term “fairly large number” is difficult to define. It is more convenien 
if u e speak in terms of its universal acceptability in a given area and 
thus assign money the position of general purchasing power. Uni- 
ve^'sal acceptability in an area can generally, though not always, 
be assured only’ by the sanction of law. We, therefore, include m 
money all those things which are readily and universally accepted 
in an area in discharge of business obligations. Such business obliga* 
tions might be the result of the purchase or use of. a product, or 
of a factor of production, or might arise out of a loan. 


Mon‘y-of-account and money proper. We would do well to distin- 
guish between money’-of-account and money proper at the very outset. 
Rupee was introduced as common money in India in 1833.^ Since 
> rupee has continued to remain our standard coin. But its contents 
^ shape have been changed a number of times, so that a rupee 


t Berore that there 


bevaldcring \'ar!cty 


of gold and siher coins in 


<vas a 
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«com today is smaller and contains less silver than the rupee of, 5a\, 
the Victorian era Suppose a man took a non mtcresi bearing loan 
•of Rs 500 in 18B0 If be had repaid the loan m, say, 188C, 
he would have paid five hundred * bigger” and “richer” Victorian 
rupees Today he can clear off the debt by paying five hundred 
•smaller “lion pillar” rupees which contain less silver The repayment 
in both cases is of the order of Rs 500 But in one case rupee means 
on<* kind of com and m the other another kind of com Rupee 
continues to be our standard com but our rupee has changed In 
<conomic parlance v/c would say that money of account lias remained 
the same, but money proper has changed Xfoncy of account is 
that in terms of which prices are expressed, ciintacts are made, and 
-accounts are kept Money proper is that m terms of which 
prices arc paid, loans arc cleared, and business obligations arc met. 
Aloncy'^f account is the desc-ripiion, money proper is what conforms 
to that description 


FtiNcrnONS or Money 

hfoncy p«rontis three important functions It serves as a 
medium of exchange It provides a uniform standard of value And 
It verves as a store of value 

MiJtum of txehai^t Exchange is indispensable to a soaety 
in which there is division of labour Direct evchasge of goods, t e . 
IWTter, IS possible only when there is double coincidence of wants and 
possessions Either patty possesses and spares exactly what tlid 
other party wants Not only have wants and possessions to comade 
an kind and quality but also in quantity Hence barter also requires 
Uiat either the two commodities exchanged happen to be of equal 
values, or that they are pertecUy divisible These difficulties are 
solved when money intervenes as a medium of exchange For 
instance, if a person has a knife to sell and a pen to get, he first find^ 
a buyer of knife who need not possess a pen The knife is sold fo^ 
money and the money is paid to procure the pen Money can 
•perform this function because of its general acccptabihty A mcdiunf 
of exchange renders an invaluable service whatever the stage of 
economic development, but iis importance in an economy characteris- 
ed by complex division of labour and large-scale production can hardly 
be ovcr-cmphasiscd 

Slandard of value nie other function which money has to 
perform is to provide a umt of account, a denominator m terms of 
which all values are expressed All kinds of money, i c , all those 
"kinds of things which are serving as media of exchange, do not peribnn 
thu function Only one of these, known as standard or definitive 
money, senes as a umt of account Not only arc pnc« of goods and, 
■services expressed m terms of Shis unit of account, even the values 
■of other kinds of money are expessed as multiples and sub multiples 
■of it. Thus, m our country, rupee u the standard money ^e other 
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moneys arc two-rupcc notes, five-rupee notes, half-rupee, one-fourth 
rupecj etc., etc. Money, by pro\'iding a common measure of v'alucs,. 
makes calculations easy and comparable. 

Subsidiary to the function of money as a unit of account, is 
its function to serve as a standard of deferred payments. Promises 
of future payments arise out of present (or past) transactions. A 
person, tvho makes a purchase on credit, does so on a promise of 
future payment. Similarly, when a person takes a loan, he does so 
on a rv-ritten or verbal promise to make repayment at a future date. 
Wliat rvould be the form and value of future payment, has to be dedded 
at the time of transaction svhich gises rise to it. Money proddes 
a convenient form as svell as measure of this payment. 

Slore of value. Lastly, money seeves as a store of i-alue. When- 
ever we want to put aside some value for future use, we keep it in the 
form of money. Other things may physically perish, or may othersvise 
lose their s'alue. Or, may be that they are too bulky or too heavy 
to handle. Generally, the commodity selected to serve as money 
is such as has the minimum of these defects. More important then this 
is, however, the certainty that it will be generally acceptable in ex- 
change for any commodity' or ser\'icc. Its chief recommendation for 
the job of a store of value is that it is the mo5t“liquid” asset. 

Defining money on the basis of functions. Considering the medium- 
of-exchange funedon of money, we can define money as anything' 
which serves as a means of payment. But things may sert'e as means 
of payment in a very' limited cirde and may not be generally— 
much less, unis-crsally' — acceptable. Such a definidon would include 
more things in the category of money than we \sould. Simiarly, in 
deference to the measure-of-\-alue function of money, Cannan defines 
it as “the unit of account commonly' used in purchases and sales and 
other commercial transacdons.”- This definition is too narrow 
because it would give the statuts of money to standard money only'- 
money serves as a store of value, it may be defined as a ‘the most 
liqmd’ asset. Liquidity of an asset is defecd as the readiness vrith 
which it can be converted into money' without losing its v’alue. Obsi— 
ously, to defme money in terms of its liquidity is to define it in terms 
of itselfj W'hich is absurd. It is in view of this bewildering situation 
that Sdigman observed that money is what money docs, i. e., money* 
is that which performs the functions of money. Tliis definition, it 
will be r^lised. carries us back to functions and we find ourselves 
arguing in a circle. 

Only standard money ser\-es as a standard of value. All kinds 
t money perform the other two functions, i.e., medium of cxcliange 

store of value functions. Much confusion has arisen from 
< ■ ' 5 the one or the other. IVe shall have a taste of it 

come to dbcuss the quantity theory of money' in Cliapteir 

1 p. 2. 
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lurORTAMCE OP Mokey 

lU im^oifance he: in its finctwns The imporiancc of a factor 
m a situation arises from the functions %>iuch it performs in that situa 
tion The importance of money to an economy her in the fact that 
It remo\cs the difficulties of barter system of exchange It obviates 
the necessity of double coinadcnce of wants and possessions It also 
enables the people to ONcrcomc the difficult) created by mdivisibiht) 
of commodities It provides us with a convenient medium in which 
savings can be kept. Large-scale production is made possible, 
horrowmg and lending smooth, and taxation cas) 

Imporlanct l« cflnjumrn The importance of the rote of money 
can be gauged by considering how it proves helpful to various econormc 
umts Take a consumer Hw scale of preference depends on the 
relative importance of the use* to which vinous commodities can 
he put Relative importance » subjective and, hence, he « him<clf 
the Ixst judge of it But scale of preference al^o depends on the 
relative prices of various commodities Comparison of prices is 
«!tsy to mak« only if all prices are expressed in term of a single deno- 
minator Money provides such a denominator Such scale of 
pctfcrence having been drawn, decisions about purchases arc easy 
Use of money, therefore, enables a consumer to make an econo- 
mically rational distribution of his income among vanous items of 
etpenaiturc 

Imfiifkintt fa produeers In sejeciing the industry lie would cnicr^ 
a producer has tocomnare the profits whicji be hopes to earn m the 
various avenues Similarly, m deadmg she size of his output he has 
to compare the profits which he vmU earn with various sizes To 
calculate profits, he must compare costs and prices, which can be 
easily compared only if they arc expressed m a common denominator 
Money b«omcs that denominator The producer has also to 
compare the payments for and the productmues of the factors for 
deoding how much of them he would employ Once again money is 
fielpful because wages, mteresf, and ten* can be expressed m terms of 
money and can easily be compared with marginal revenue products 
of the factors And making of payments to the factors also becomes 
c'tsy because material used for money is such that it is easy to handle, 
to store, and to carry 

u not the end product ej" etonotric etUct^ Money is ihu* an 
important instrument bfost of m, however, arc apt to consider it 
more important than it really » In the mrdem world a man urnally 
gets reward for his srrvacrs in she shape of money Morey i« a title 
to good* and the more money a man has, the more poods hr can 
procure It beosmes, ihcrefore, our erdeavour to see that w^ pel the 
maximum of money for out services Our altitude to inarasing 
ftur mone\ incomes so often assumes the form of treating money 
as the end prod ict of all our economic actmtj 
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We forget that vAat is required is to increase the amounts of 
^oods and sendees v/hich become available to us. and that more mone\ 
may not alwasT mean more goods. A higher money ii^tne ^ 
-entide a person to less goods if in the meanwhile prices have nsm 
more steeply than his income. iVe may, therefore, have amp 
money and vet may not be able to lay our hands on goods tve Tcq^e- 
-A millionaire ssith a lorry-load of currencs- notes might die of thirSv 
in a desert. AH his money nill not help liim to get a glass oi water, 
just because there is no water. If only an increase in the amount 
of money could make the people richer, there would have been no 
need for planning commissions ; only the printii^ of more^ notes v. ou 
have done the magic. A country’s prosperity is porprotional to 
size of its national dividend. Money helps as a generally ac^pta t 
medium of exchange. It is an instrument for social use. To trea 
-it as an end-product is completely erroneous. 

MotmY AS A Veil 

T7ie nil attitude. ISHiile many laymen have an exaggerated 
notion of the importance of money, some economists have struck 
-other extreme. They speak of money as if it were just a -wTapper w 
-goods and services. They consider it just a veil which, though 
helpful, is a pa^ve entity in the drama of economic acdvity% This 
■“veil attitude” may be described as under: — 

“The economist b interested in finding out what poliacs 
would promote economic welfare. Satisfaction, ansmg 
out of the use of economic goods, can be increased by maHng 
more economic goods avaSablc. In a money’ cconorayj 
- command over economic goods is usually first procured in the 
form of money. Money is a useful social instrument in the 
economics of today’. But money is just a medium of exchange. 
By serving as a go-between in transactions, it helps to 
make the process of exchange smooth. Bat that is all'ab^t 
it. Ivloney' is th'us a tool of convenience which facilities 
the run of economic activity but is not a determinant of the 
level of that actis’ity.® It helps to carry the goods and services 
to their destinations, that is, the consumers, but it is not a 
■determinant of the quantities produced of them. It is a 
veil which the economist must pierce through to have a look 
at what is real, i.e., the production and 'use of goods.” 

, treatment of money as just a vdl or v.Tapper is misguiding. 

It nad a very' disastrous cSect on the mode of thinking of the cla'^cnl 
writers.^ Treating money as a veil, they set out their analysis in red 
-erms, jjr., in terms of gCK>ds and services produced and exchanged, 
in the ultimate analysis, they said, goods arc exchanged for goods, 

3 'ili- J^uoa is _sr.a1og03j to that of a cataljTt in a ch«n!ca! aclico. 
maStesa encastea! ac^on svrjft, mctn-cy mate* the proces< of exchange? 

L»irr a C 2 in* 50 t contents of 'whar it opcrjtcf 
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wtrg^aV^ 

Er; " 0 not oLalrod ..IkS. nndmalKg Tint l.m.tt tho 
7 tho rtoduct ninth a prodneor can toll At "■> 

Mil lew. they alto pro<lufe Ic^i Spcaahnuon use of machinerj , 
SrgSk ptilucuoS .nU forctm tnule .re well mgh .mpowiblc and, 
hence, production u murh retlucetl 
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Lo<g““o.air‘r^L> -nto nio^ 

noiafactorpassiveinrcspcctoj uiein.cioi cv 
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to loot aftp .ttoir Monot^ •T:Xon«rantl” S,on^ 
a part of the economic sy^t,^ ' t^o V.ulntl and contmuom 
Je other rlon^vkln^eV confidence of the people 

ehangci m the \-alue of money wnsc venturesome 

t. the .tah.hty of the 

people away from the held of mvestmeni ‘ anti lendm" 

^ch chani alTcet trade, contracts, ami borrow ng and lend.n 

Thus monetary apptratus « 

economic system On tlie one ’ rnmnlexitv Its use does 

eonvemence, but, on nesv ones and some of the 

solve some problems, but it also , , ,u ,.pr„-,,cc 

now poohlo^,. aoo voty no«; Xt uIS, 

to such complicated problems created y lo,-” 

olrservcd, “Money has made more people mad than lose 
KINDS or MONTY 

Zo 2 <,Ih„*raodoph.n.IWafy """‘Tm 'the' d.™™ 
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between legal tender and optional money. TIic former includes all 
those forms of money uhich one resident of the countr>' must accept 
from another resident up to unlimited amounts in discharge of business 
obligations. This status is the result of legal pro-rision and he, v;ho 
refuses a payment in legal tender, is liable to prosecution. In our 
country, rupees and all currency notes arc full legal tenders. On 
the other hand, optional money is one which, by convention, has 
come to be widely accepted though there is no legal compulsion 
for that. Some Afghan coins of smaller denominations drculate 
freely in some parts of the North-IVest Frontier of Pakistan isithout 
any legal sanction of the Pakistan Government behind them. Bet- 
ween these two kinds lies subsidiary' money which must be accepted 
in payment up to a given amount, but in excess of that amouiit it 
mav or may not be accepted. Thus, four and cight-anna pieces 
in our country are legal tenders up to a payment of ten rupees, 
but for larger sums their acceptance is optional. 

Standard monQ and conurtibh I^gal tender. Our lupee com is 
standard money. A five-rupee note is a convertible legal tender. 
The latter is a written promise by tlie Governor of the Reserve Ba^ 
of India that he would pay five rupees in exchange for it whenever its 
holder so desires. We do not find any such promise on a one- 
rupee note. It is a “rupee counterpart”, tliat is, it is a rupee for ail 
practical purposes. It is in terms of standard money that values of 
all goods andsen.'ices as well as values of other moneys arc expressed- 
A five-rupee note is convertible but it is a legal tender. This mea^ 
that a lesident must accept stich note^ from another resident in 
discharge of business obligations, but he may not accept them from 
the issuing autliority, r.c., the Reserve Bank. A rupee coin o’" 
note, on the other hand, Jicing standard money , must be accepted 
even from its issuing authority , the Government of India. 

ToUn arJ full-bodied money. \Vc often hear that our rupep 
worth only four annas. Tliis means that the silver contained in it 
of diat value. In other words, its market value is more than the value 
ofits contents. Such a money is known as token money. Our rupees 
as ivcll as all our currency notes are token money. Before 1931, 
pound sovereign w-as standaid money in England. Then its market 
value and the value ofits contents used to be equal. It was a full- 
bodied money. In India of today, there is no fuU-bodied money. 

Representative money. Ail our currency' notes arc acknowlcdg- 
mtals of debt. Tiiey are lOU’s. TIic debt oiring entity is the Rcscivc 
Bank svhich is an organ of the government. So die currency notes 
arc debts owing by du- State. Bm the government has declared 
dicra p-s legal tenders so that these acknowledgments of debt are 
used for settlement of transactions. Tlicy arc called representative 

Ran}, money. Tiicre may be aclmowlcdgmcnts of debt by tonlis- 
If they begin to be vued as money, they will be banb money. 
'netance, if a liank prints note's and they" liegm to circulate as money. 
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they will constitute bank money Such notes are non rare Some 
people say that cheques, when they pass from hand to hand, become 
money This is erroneous Cheques are only instruments for 
transferrins bank deposits When dicques pa»s from hand to hand 
it IS not cheques but bank deposits which are being paid and accepted 
Hence bank deposits, and not cheques constitute bank monej 

Commoditji monty and Jiat mon^ Lastly we may distinguish 
betneen commodity money and hat money A full bodied legal 
tender is commodity money, because jts value remains fixed in terms 
of the material of which it is made With a rise or fall m the \ aluc of 
the material, its value also rises or falb proportionately 

Money itsdf may be made of a cheap material but, if the issumg 
authority undertakes to exchange it for a fixed quantity of some 
prcaous material, then, though money is token or managed money, 
ytt for all piactical purposes it is commodity money 

On the other hand, if the value of money is not kept fixed m 
tenns of any material, it is fiat money Market s-aluc of fiat money is 
determined by the demand for and supply of money and not by the 
value of Its conienis 


CHAPTER XXV 


THE BANKING SYSTEM 

SOilE I’!PORTA*NTTePJIS 

In the study of the role played by banfe in the economy of a 
countre. v.-e have to make use of a number of commercial terms. 
start witli c-xpiaining some of these. 

1. Bar-k dfposiu. Sums standing to die credits of individuals 
and firms (and e%-ea public authorities; with banks are called bank 
deposits. Deposits which are secured by paying in money, or titles 
to money, are called cash deposits. If a sum is lent fay a bank and 
is not paid in cash but is credited to the account of the bonmver, 
the deposit thus created is called a credit deposit. Bank deposits may 
also be classified on the basis of terms of tvithdrawal. They vtould 
then fall into three categories; vie., fi-xed deposits, savings deposits, 
and current deposits. Fixed deposits cannot be vdthdrawn during 
a period agreed upon in advance.^ In tlie case of savings deposits 
there is a limit placed on the amount which can be withdrawn or the 
number of times withdrawals can be made in a week. There are 
no restrictions on withdrawals from current deposits. Rate of interest 
on fixed deposits is high, on savings deposits moderate, and on current 
deposits verv- low or even zero. While a cash deposit may fall in any 
one of these categories, credit deposits are almost im-ariably current 
deposits. 

It is Eomerimes helpful to divide deposits into demand depcsits 
and time deposits. The amoimt in a demand deposit is payable on 
demand while that in a time deposit becomes payable on or after a 
fixed date. Obviously, all current deposits arc of the former class 
while ail fixed deposits are time deposits. Sasings deposits are divided 
between the two heads according to the rules of the banks in respect 
of withdrawals from them. 

2. Cheques. A cheque is an instrument by which svithdrav.'als 
are made from bank deposits. It may be defined as the order of a 
depositor to his bank to malte a specified pa\-ment in a specified manner. 
Cheques may be classified according to the manner of payment sped- 
fied. If the sum is payable to anybody who presents the cheque, it 
is a bearer's cheque. If it is pas-able to a specified person or his 
endorsee, it is an order cheque. Lastly, if the amount Is not payable 
cash but is to be credited to a bank account, it is a crossed 
'•eqae. 

1 Some _ baais aiiovr svitfcdrawals frera feed deposits if notice of rocb 
‘"'’"’’rt-alt is given snEaent time in advance. 
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3 Ocerdrqfi An o\erdraft refers to the act of o%crdra\Mng 
It abo means the amount by which a clicque (or cheques) drawn 
by a deposttor exceeds the amount standing to his credit Oserdraft 
facthty IS a mutual anangement betssieen a depositor and hts bank 
by which the former is allowed to overdriw This facility is extended 
cither to those firms which are considered sound bs the bank or to 
those who supply some ncgotnblc security 

4 Bill €X(hange It b m order ot x creditor (generally a 
seller) upon a debtor (generally a buyer) to make a specified payment 
in a specified manner The debtoi is known as a drawee He must 
accept his responsibility for payment by wimng the ssord accepted ’ 
on It Once ihis is done it becomes a w ritien promise by him to make 
the specified payment on the speafied date It then becomes 
negotiable It is usual to get a bill of exchange guaranteed by 
some film of repute so as to inciease its marketability 

IxipoRTANCE OF Bank Defosits 

Ban}^ art traders as util as trtalors a/ /none} Those firms with 
which people deposit their savings or other cash holdings and from 
which ^ople borrow for \arious purposes, arc called financial msutu- 
lions Investment houses finance corporauems insurance companies, 
co-operatisT credit soaeties and banks— these are all institutions of this 
«te^ry bctausc tliey trade in money Banks are, however, different 
financial institutions m one very important respect 
tVe have pointed out tn the last chapter that bank deposits form a part 
of circulating media They tre money because they 

are used for meeting business obligations Now, bank deposits are 
the debts owing by the banks to the people It u thus the debts of 
banks only which can be used as money Aswesballsec presently, 
oanks have the power of increasing deposits with themselves Hence, 
'v^hile like other financial instilutions they are mders m money, unlike 
them they arc creators of monev a!>o 

This IS the vital point of distinction between banks and 
other financial institutions The lOU’sofa cooperative credit soacty, 
for instance, are not arculaiing media those of a bank are We may, 
therefore^ define banks as financial institutions whose debts are 
used and accepted by the people m settlement of business obhgauons 
It ma\ bo objected that it is not correct to treat all bank deposits 
as money because, though they are available to the public for pay mg 
offbusiness obi giiions, It IS notceriain that thev arcthususccl Fixed 
deposits cannot be for this purpose used Only a proportion of 
savings deposits ran Iwused And it is rare that every depositor 
toes his whole current deposit at any ume Tlie objection is vabd 
*o fir Of t/enc deposits arc conrerned 2? li it has no saldily tn 
respect of dcmind deposits AH that ean he tued as money, if 
tn^oney Even some ciirrencv not« conimuc to be m the casli boxes 
of the people and arc not used for businew purposes k cl they arc 
money bv any definition AH demand deposits of banks are, iliere* 
fore, money whedicrthev are bemg actively used or not 



310 


ECONOinC THEORY 


PI.C, in Mnl ,nnng-, The 

to total money avahable » tte moStapW"' 

In adtetneed ionntries like England. 4^; * feSmce. .he 

ingredient in the total supply of mone>. Consider, tor 

follots-ing position : 

Money Supply idth the Public in 
October 1949 


Great Britain? 

£ Millions 


Notes with tlie public 
Coins 

Bank deposits 


Total 


1 100 (Approx.) 

160{ „ I 
5700( » J . 

6960(Approx.) 


Thus bank deposits formed about 82 per cent of the tot^ mon v 
with the public. In underdeveloped hke Into, 

deposits play a much less important role. Given below are the , 
for this country as in Ivlarch, 1956. 


TABLE 25-fc 


Money Supply with the Public 
March 1956 

Gm-rency with the public 
Bank deposits 

Total 


in India 


Rs. Crores 
... 1505 (Approx.) 

.. . 679 ( » J . 

2184 ^A-pprox.) 


Here wx find that bank deposits formed only about 31 per ^ 

total money available for use to the public. Howet'cr, yari 

the quantity of bank money have their importance 

like ours. Tor instance, if the currencs' authority r" rndia ^ ‘ ^ 

increasing amounts of State money available to the pubhcmeir p ^ 

for so doing may be defeated if the banks are at Ae same 

deposits. It is, tlierefore. as necessary in India as in ^Tirtan’ 

banking polics' conforms in its direction to the policv* ot mo 

authority. 

Fuxctiors of a Baxk 

.Von-hanJ-.in^ functions. Banks perform a large variety of ,i 

These functions may be broadly divided into banking function 


2 It alio variei from time to time in the same country. 

3 Fisurcj given are not exact but tbev' arc cot far removed from actua -. 
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non-tonlm!! rmlctiom '“tors’ 110'''^ banks but 

services whrcl. the "“fuoS^n^/'Siereforc, do la» 

IS profit seekui!; finm ^ocr Tlius, banks inay undertake 

vvitlun the purview of ban^g^^^ bonds, securiUes, precious 

to nuke purchases and sales Similarly, they ina> under- 

m-tals, etc., on ^balf of ^hcir executants of wills and 

Uke to be the “wat^mcn or pay bills, divadends, 

adrainwtnxtorsoffamily ^nuy also Undertake to make 

insurance premia, and the hke^ ,„,„ers of 


insurance premia, and **'= *'“ ,,2,^ ciistomcrs in matters 

arransjements for travel to an 
investments etc etc 


Exthmgmg mmty clfimi and advances, 

to anotlicr 


1 Jenfbiis orfililinftS "atbdn«»l “dot 

differ from one another in aj,o,ce from among the vanous 

rate of interest People j ^^clT fanuhes and business 

kinds on the lusis of requirements ol their lai 


2 Tjians (Vtd adsanees ^ 

the loan sj-stem or the horrower who can withdraw the 

amount is placed to the credit irfth j. period that 

whole or a part of it as and when sum, whether he 


uuiuunv n piatcu vj in'- -- i.i», Ilut lor ins 

Whole or a part of u as and when **«/'J;“v.!5,bole sum, whether he 
the loan ii .Sit repaid, he pa« other lund, means 

makes use of it or not Overdraft J amount standing to 

allowing a client to draw cheques m exc^ eii amount 

his credit Interest pa>-ablc to ’ 
actually utilised 


, „ ,, tcclimcaU, -pcuking. 

3 Dtieoiinling bills «/ rsthangt however, n means 

purchasing a future claim of money ? ^yment in future 
.d,a„ang% loan against » P™'”” “ton “ imt 

essential dilfereuce between adv-ancmsal ^ that 

exchange is that tn the ease of the l^r tne 
money is used for genuine trade p rpos 


4 Transfer cf mmiy "3vi« o'/a'^clieque ^upi^c 

place to another by a lunk draft or He V 

a penoi, desires to senl money f'™ “ bik at Delln, and recene 
gv e the sum (and some eommminn) ronespondent m Bom 
1 hank draft (.- -•■ ""lee y umm tts conmp , „„„„„g 


le commission) to a b m Bombav 

a „.a,. , -a order ) np«n ■« ""SSay by presentmg 

The sum will be receivrd b> may be asked t^^^ * 


The sum will be receivrd b> tim asked to ' ^ 

the draft to the corrcvponilent , .v- , uni to the payee It 

to Its correspondent m Bombay to pay cheque » dr 

the method of advacc The third can hand it over 

on the Kank m Delhi and it is sent to the payee, 
to some Iwnk there for crfleclion 
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All the above iTanking funciions can be surmned up in a single 
function, viz., that the banks exdiange money claims. For instence, 
when a bank accepts a deposit, it exchanges present monej' for IbtiKC 
money. Similarly, v.hcn a bank ads'ances a loan or discount a Kl , 
it is exchanging future monei' for present money. Transfer of mone^ 
Irom one place to anotlier is the exchange of a money claim at one 
place for a money claim at another place. 


3. The basic function. Exchange of money claims, by 
does not entitle banks to any special place among financial instituUom. 
As ive have already noted, other financial institutions also trade m 
money. For example, a co-operative building society accept dep^^ 
and advances loans. It deals in money claims. ^ et it is onl> 
financial institution. It b not a banking institution, because it b on.) 
a trader in money; it b not a manufacturer of money. The mtet 
important banlang function, therefore, b to create deposiB. It b thb 
funedon tvhich dbtingubhes it from other financial institution. 
must now study how banks actually create deposits Thb faring n-v 
to the principle of banking. 


Prixcipie of BvtKIXG 

Assumptions. Let us set aside the dbtinction between difiercnt 
lands of deposits and assume that all deposits arc current deposits- 
that b, they are withdrawable without an> restriction. .Also, assume 
that the banks have no capital of their owi-n. 


The problem. Now, suppose a bank accepts deposits from die 
the people and keeps their money in a safe place so that the whole 
amount b available, every and any moment, for payment. How wfil 
the ban!:, then, meet its expenses of establishment? One method is 
that the bank teUs the clients that it b rendering them a safe deposit 
s^ice for which it b entitled to some payment. The rate of interest 
will, then, be negative. Thb s’.ns the case in the early stages of banking- 
But the “bank" was then not a banlier. it w^ a goldsmith. To 
day the situation b different. The bank finds that the depositors 
would not only not pay any charges, on the other hand, they expect 
a return. 


Tj e solution. The solution lies in the fact tliat the bank can make 
some use of a proportion of the monm' deposited with it. It can 
Imd out or invest it. Every bank has known it from experience 
that ta-cn when dcjKmtors arc ^'cn complete lilra-ty to withdraw 
then oepmits^as and ■when they desire, at no time do all of them come 
to demand tneir monej back. IVhat Teally happens on any given 
ctas^is this. Some depositors might come ”to withdraw the whole 
, some of the^ withdraw a part of tlicir deposits, some do 
^.ot come at allj and s<jme of them. a< well aj; som'' new ones, come 

has noticed that, a 
It >5 fiot.ing m.t but some n<w- money is 
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If the inflows of 010110% proceded a* *%rll as crjinUpd ijie omflovs-s, 
the bank could utilise the %%holc cash with which it started the day 
Rut that does not happen Somrlimrs the oitlflosss exceed the inflows 
Fsen if the outflo\%x are less than the inflows, every outRow nuy net 
preceded b% an equal inflow lienee some cash » lequired to 
ensure prompt pa>inenti of withdrawals Tlie Iwnk need not keep 
m cash as much as its total hahihties but ii must keep a proportion 
of It m cash The Iwlmce can l>c lent 

Tlic minimum propotiimi of cash to total deposit', winch is 
csstntial to ensure prompt pwments is known as safe cash ratio 
Tlie safe cash ratio dejvends on a number 4>t factors In the first 
place. It depends on the fianfcinq h ihits of the people winch in us 
turn, depends on the existence or alisencc of a mones market, wealth 
of business classes, traditions of ihe |)eopIe, and the general commercial 
structure of Uio country In rich and adcanced countries lianking 
well develojved and is widelv made use of Tlic laigcr the 
nutnW of people who keep liank accounts the smaller the percentage 
of cheques presented frr cadi payment The safe cash ratio aho 
depends on the general state of confidence and trust among Uic people 
of year, people’s confidence in economic and political 
^biiiw u shaken and more demamU are made on the banks for cash 
JMnks have to keep more cash Safe cash ratio for a hank also depends 
1** rcfu/tation and standing Safe cash ratio tor a 

*dt)v bank is higher than that for an established one 

Sup^ff (hat safe cash ratio for a bank u JO per cent Further 
Utat the total cash deposits sriib it standalone lakh rupees 
'flu then require a cash of the order of ten thousand rupees Tlie 
^^swnce of ninety thousand rupees can be lent out or myested It 
‘he earnings on this amount that the expenses, including 
crest to depostton, are paid The solution has been found 

fart ho^cyer, not yet complete The bank can, in 

>n cash^^ T* further As a rule, a bank does not lend out 

antf .,11 creates credit deposits »n the name of the borroysers 

that I drayv cheques on it Now, the bank has knoyvn 

a cad, a’loyv full liberty to depositors iodr\y\ cheques and, yet,, 
ohv-lni.c? 'tSa*'*** h-tbihty of one lakh It 

aitaiTi.f ^ baJanceofnuiety thousand would be enough 

lajjjj r>r nine lakhs, as is obvious from th" following 


Safe CLifh 


Acmaf C&sfi 
(Rs) 


tiahifitv it can meet 
(Rs) 


In 10,000 1,00000 

KrncewhatiLK 1 9.00,000 

thousand, but “* ■» posiuon to lend is, not ninety 

• nine lakh rupees Actual cash is one kiUi rupees 
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Total deposits \%ith the bank become ten lakh'rupces. Nine ^ lakh 
rupees worth of credit has been created. No wonder then that oanks 
hav'e been called iactorics tvhich mannlacture credit. 

Possible objsclions. Three doubts are possible to arise. It may 
be asked, firstly, that is’hen the liability becomes ten lakh rupew- 
how it can be met bv just one lakh rupees. The aiistver has alrcadt 
been given. It is possible because cheques are drawn to the extent 
•of only a proportion of the total liability. Some of these cheques 
•entail only book transfers, and if some money flows out. some monej 
also flow> in. 

Secondly, it may be objected that if the bank does take upon 
itself the liability of ten laldi rupees, it becomes insolvent Irecause it> 
asset is only one lakli rupees while the liability is ten lakh rupccf- 
This objection is based upon miscalculation. The bank s balance- 
"sheet vrould still be even as shown below — 

T.'^BLE 25-d 


Liabilities 

.Rs.) 

Cash deposits 1.00,000 

Credit deposits 9,00.000 
Total 10,00.000 


.•Assets 

(Rs.) 

C^ish in hand 1,00,000 
Advances 9.00,000 

Total 10,00,000 


The objccdoii does not take into account the fact that when a credit 
•deposit is made in the account of the borrower, it at once creates a 
liability as 'vvell as an asset. Liability takes the form of deposit and 
-asset takes the form of loan. 


Tire third objection might be that a hank is, after all, a shop 
•r.iiich sells loans. And a shopkeeper cannot sell if the buyers vdll 
not purchase. It is not enough that a bank decides to make more 
ad-.'anccs to the people. The people must also be prepared to borrow* 
more. The answer is simple. .A. bank is, of course, a shop hut a shop' 
keeper can induce the buyers to purchase more by reducing the price 
or by making hb commodity otherwise more attractive. Q,iutc 
'imilarly. a bank can induce more persons to borrow from it by lowering 
the price (rate of interest) of its loans, or by extending other faciliti'^ 
like less collateral security, repayment by instalments, etc., etc. 
Moreover, ad'mncing loans directly' to clients is not the only method 
by which a bank can create credit. It may purchase bilb, govemnicnr 
securities, or cs'cn immowiblc property, and makepa-ymenls by cheque^ 
upon itseiC It may be further objected in thb connection that in 
period of depression, v.hcn people’s confidence in business b lov., 
•cheques may immediately presented for encashment. In such 
p'-rirKl, f-.-cn a lower rat«> of interest may fail to attract IwrcouCJ"'- 
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ca'h dcp'> it- The balance of cash is smaller- And the credit deposiL 
v.hich can lx; C'eated acainst this is smaller stdi becmtise the safe cam 
ratio i> hl^r. Gi'-^n ihc cash dcpodts- credit varies ins'crsely' smtn s<— e 
ca'h ratio. The hieher the latter, the less is the bardt’s power to create 
credif. 

In ‘situation c . safe cash ratio is the same as in case^ 
but the cash deposit L losier. Once again v.e find that comparameiV 
less credit depos'ts can be created. The potver of a bank to create 
cr'‘dit thus varif _5 directly vrith ca'h deposits. 

I)r*/Trzirc'i^s cj" c<ish d^p^sits. Wc find then the pot*»er Oa^s. 
bank to create credit is a fuacdoa of neo factor^, nz.. cash depositt 
and safe cash ra‘io. The amount of cash, which people are likc.j ^ 
deposit with the ban^ts. depends on the total -amount of ct^cn^ 
issued by ih'- Crntrai Bank, and the banldnc habits of the people. 
any givt-a dac. the currency issued out oy the Central Bank is 
benseen th»‘ public and the banks. Gr.en the total quantity, ur- 
proportion of it, v.hich theneople will keep vdth the banks, dej^cs 
on the monetan. habits of the people. \Vlien more people 1 ^^* 
learnt to keep bank accounts, cheques become a more consemm* 
method of malans pavments and, hence, people require less casQ^ fe- 
meeting business obliaatiom. Given the proportion of cash holding 
s'-hich people v.tII kf-ep in the banks, the amount which they va-l 
actual!*, keep in the banks depends on their cash holding, 
thtegs being couak if more cash is made as'ailable to the puosc 
quantir.' of cash deposited vrith the banks wail also increase. 2 iid- 
cicc Z'TSC. 

D;iirmhia^.is cj zafe cash rdio. Level of safe cash ratio, v-e h^v^ 
seen, depends on banking habits of the people and general state oi 
conSdence. The larger the number of bank accounts, the great®’ 
the prossifaility that payments by cheques would entail only book eatn®- 
and less cash will lie required. If public confidence is shaken by- 
a bank failure, pressure on banks increases and the safety level of cam 
ratio rises. 

C'^diisioi. TIjus we find that the extent, to v.hich banks can 
at any time create credit, depends on three factors- rig., the araouc* 
of total currency Lsued to the public, banking habits of the peopk- 
and the general state of confidence. It is these three factors whr® 
set a limit to thrir posver of creating deposits. The first and the 
‘Second factors determine the amount of cash svith the banks and th'’ 
scasnd and the third factor determine the safe cash ratio. Hence. 


P Cash 
I depodts- 


C-efl't d' c-'i-'it L- limited bv- 


I 


(_ Safe cash 
ratio 


f Total currency 
->-{ issued to pubfi*- 

I . r 

PBanlring habits os 

f the People 

-I 

I state of 


Genera! state 
confidence 



THE DAXKINO S\Tre%I 


3J7 


I lai lom »^D PRorrTAiiiun <» V'tT' 

Tv^ «™ A Mnl. must al«t.p !«■ I’"!’;'"' 

,r .unucy m,dc ttP”" ■! /'V ^ J-L 

Tcdil dfposilOfS — as wtU as bj those *0 ^ l ilemnul Thjs 

iicques Itmust ha\cthf cnpacHx consist oi 

ncans tint a sufiicicnt jiroiwrtmn of its (Trirnt rmdtncss at 

nsh or must be convxrtible into mone> u.tl 

losv cost A Innk. tlierrforc mmi so co ulort its ilTxin as to matniam 
1 qtndil) 


nntrnai cc of 
I ni k, IS not onl> 10 


Ao Itss an .mputf,ni ^ to 

liquidity, ts that of income Ine awn rndeasoiin 

.mtt u.’a.pcnsc, but also to tnaU t”*"™™ h cuduasoun 

totep Its assclt ui sucb toms as sicld maatmum 


ossuttuata ^itrb'rii \’':r’orSa;m« 

tlW mott batran oC all tnscslmditt, Uc u a t tl»s 
incmt vthattt^-ur On from tl.r a>»nl. ssttuU 

a»sru in the form of tjnu, »uv and infone 

b- hlJ!h,but litpudit) ssould fTrrsTn Kinl <n the 

■NieldinR capacity arc the »"« -c a,*fts. H r m«r 

Ikuu ©f \shicli It luu to decide *•**, .u,., jw? and rt« 
Jiquid the assets, the t«i m itr ft w«nd liaUnre 

*rhc secret of suecfss for a batii h« m itriKir., 
lictsceen liquidity and profitabihty 


.» r a, n t « f s 31 iot« drtrre* * f 
Tvery bank dmd« Its ’"’®.vV ' ofea h is %«> 

liquidity Some of Its assets are kept 1 ris take tie r»ftn «-f 

i quid, thouffh non income'yielumic . ,^_i ,nr,rtne In Irtwrrii 

?ropcn> Vthirhuoflovs fl nuidii) ar 1 Jrerme- 

thc Vv s he other asvts vith different slepi.x- . U quir ) 
yi^’dinR capacity 


BMA-SCI SjItfT OF A HA-SK 


rhe balance-sheet of a ffm sJ eosT * ' ' ' rererteni/ 
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Table 25-/ 


C-’-:€lufsUd Pori'Acr. of Ir.cisr. Schzdided BcrJ^ (9~ Banks) 

Rs. Crores 



Liabiiitits 



Assets 


(1, 

Share capital and 

reserves 70 

(5; 

Cash in hand 

sr 

(2, 

Demand deposits 

476 

(6) 

Balance tviih 

45 




the Reserve Bank 

r‘y\ 

\j] 

Time- deposits 

343 

(7) 

Monet' at call and 





short notice 

22- 

{4> 

Liabilitifs to other 

banks 29 

(8) 

Bills discounted and 





purchas'd 

6^ 




(9) 

(10) 

Loans and- Advances 
Go'vemment Securities 

372 

33S 




(H) 

Other investments 

27 


Lichiklt s. Llabiiities side is quite simple. First of all, there e 
iiabilitv- to the shareholders. It consists of the share capital subt^ 
cribed fa}- them and the reserves vrhicfa arc undistributed 
Dcp-nsirs arc a liability to the public. Liabuitics to other banto 
include mainly borrotvings from the Reserve Bank and the State 
Bank of India. 

Ass^ — ^c) Cash. As pointed out above, it is the study of the 
assets which the economist finds instmciive. Cash in hand con^’i^ 
of State monev, Le., coiias and notes.® coins fem a 'mall proporcon 
of the cas’’. Hence cash in hand consists mainly of currency notes 
v.hich arc lOlTs of the Reserve Bank of India. Deposits t'ith the 
Reseiv c BanJ: of India are also the latter’s lOU's and are encashahle 
on demand. Both these, therefore, can be treated as equivalents. 
That is c-cactly what is done in practice. lOlT s of the Reserve Banc, 
alone tvith coins held, constitute the cash Viith the Ijanks. In 
statement aliovc, items (5) and (6) together form appro.tiintiteiy 
10'5% of the total liabilities to the public which are given hr 
items (2) and (3). This is the cash ratio to liabilities.® 

In England, the usual ratio of cash to liabilities, is Q'Af, tf 
t.mch usuadv one-half is deposited with the Bank of England and tfe 
other half is notes and coins." 


4 Total Esjetj do co: equal total liaKlhia, becatro tie figeres do aafi 
cover tie_vricle area of ope ra ttoa of tie baafa. iforeover, tie figures fcsr* 
been rou-c-d cSi 

5 Here -.ee iadede rupee cotes in cotas beeatse they arc rupee cotstnt' 
parlr aad Cjt cret ertib’i l-gal teeder. 

6 Tbv3 the term catb rs cied here in a spteific seise. It sonifies coetJ, 
r-orrj, and depeciti sistri the Central Sanl. of the cotmtry. 

~ Sants raHeth So the Cenrral Eani returns xsonaicing to a specific d-r 
to y~e SI. -eh. Ic it cicai vnth them to call setae cash from oct5*de"t3 she*' ® 
togeer ca..a lafio In csferr vroeds. actual cash raCo JS Icwer the csre ytEych 
s-e H-tow £t cm pchhahed firu-ei. Ice act of edtrs in cash, fust to ihovr a 
to.- eatro :a retana, is cali-d t::izdiss-dmz£rz. 



THE BANUNC SYSTfcM 

SSd »rS aJe'^Stuc a. a .hon nonce Uco.dnv o. .h.. 
Item of issets is \er> high 
,0 B.„. 

ire bills of exchange aftci*^ three months These ait 

the government payable usually ~rf like uost dated cheques, 

,aaic.„,hcn.ak=. Bdk nod ormaSn.y 

sshich become payable ^ g , ^mcc there is ahvays a ready 

sarics from one to three monite s.„ce bills can begot 

market where bills can be soj^ country they are more 

,cdoco.o.ed nnh the Ccoml f, ™ ap^et. at fat s.ght 

quickly and easily convertible into casti man pj^ 

(d) d*«ac« ead '»»“ :f^?"“g„rio.!““nn“lo‘a» ‘’''Then 
Comiwmal batiks do »«< ” ’ G'„iian> tbe banks insutc against 
period u rarely more than a ycai ^ ' „ty In case, hotvever, 

non repayment by ot loan money from, 

the debtor gets into some Hence their liquidity 

him even by the sale of h» goods, takes umr «cn 
15 less than that of the bills 

T ..•iK there are investments ut 
(») Shafts and properlj nrUerty etc Government 

gotemment securities, '''"'T* «nca arc variable Indian 

seeunlies fird a ready markti but ^_.,a,ions Investment in 
banks very spanngly ‘n'"* «ocaallv because if confidence 
property IS the least liquid ofall asset pc ,i ai,jra\atcs 
of the ^aple in a bank ts diakai sale o> piopcr 
the situation still further 

It must be noted ilia* "^,*^*l^”i>et)laccdin order < f liquidity 
in whidi different kinds of assets a P ^f,j„nent security may 
For instance, on a given date %*'",r^n,bc more liquid than a 

be matuung after one month ’r ^^hich only one month has 

thrcL month treasury bill m 'he 

elapsed 


t 



CHAPTER KXVI 


VALUE OF MONEY 

Meaning of Value of Money 

Inlrinsic Value. The tenn value of money 
^o mean its value of the contents of money. Employed thm, m 
refers to its intrinsic value. When we say that J; f n,o„r,'. 

•only four annas, we are speaUng of the intrinsic . gj to Iw 
mean to convey is that if somehow rupee stoppea 


For, what \\ e 


annas 


only 


legal tender, its metal contents would be worth four 
Eridently, currency notes have very low intrinsic value. 

Marlet value or purchasing power. Economists t|ie 

term value of money to mean its market value. In this s ’ 
valu e of money is its purEhasing-Pcaver, thatjsj^jhe_amguii^-^-^^ 
aTii^_g ervir.e<; in gen eral which a unit of money can comm^ nu^ _ ■3K1S 
rest of this chaptef we sh^ iKe_fhe_phr^e iSlue-uif— money-in 
sense'” only^ 

iFls^sual to measure or express prices of goods and 
in terms of money. Money is the common denominator for comp ^ 
sons of their values. In what terms do we e.xpress tlie value 
We can do it only in terms of goods and services. But no 
commodity, or group of commodities, is appropriate to indicate 
value of money. It has, therefore, to be expressed in terms m 
goods and services taken together. In the definition of market va - 
of monej’’ we have italicised the phrase “in general’". The importanc 
of that phrase is now evident. 

Value of money and price level. Value of money is its gen^* 
purchasing power. The larger the quantities of goods and sertJC*^ 
which a unit of money can buy, the higher is its value and vice 
When prices are low, a given sum of money can purchase more gooi'j 
and, therefore, its \alue is high. Conversely, when prices rise, 1 *'* 
same sum of money can command less goods and services and 
value is low. \^aluc of money is thus die reripmeal o f the 
lc \yl of price s. .A. rise in the latter is s tmonvinous u ith a fall, _and_iP‘ 
is s>Ti(mymou*: with a_ nse, in_the_ value _oF money. If the gcrtcral 
pncclevd doubles, the value of money is halved; if the formtT trcbk“’> 
the latter is onc-tliird of its original value and so on. 

As pointed out above, value of money icfcrs to its command 
oycT goods in general and not any particular commodity or commo- 
dities. In a period, vhen prices in general are rising, all prices do not 
rise equally. Spmc prices rise more than others. In fact som'‘ 
prices may not rise at all and some prices may actuallv fall. IVc min^' 
take into a.ccount all these facts to arrive at the conclusion in isiiai 
S'”»«'al price Ics'el, or the value of monev, has dianpcd 
anti hos\ mueh is the change. 
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or C.<A-.O.iS IH ti.e Vaiee op Monev 
Urn n-MirnbMy of tdm of ,),^mc'L™mthrr quolion 

of money would be 1/x 

Unror.una.rly. ho.»c^. " e,can °yjnc^nnr ,.l.r 

of pnecs The difTiculty bes Of course price level catinol 

„d .ho J'". 

be expressed m physiol utiiw i > pr,ccs of individual 

onlypSrm^umwul^m ^^ncy, general level of 

«,mmodiu« ^ » so l»ccausc generally an appropriate 

prices cannot be so done in . ^ but there iv no unit 

measure can be found for a urn scr^ecs i« general To be 

of measurement approprnte ^ “™crms of one cow. one 
more concrete, we can, for tm ,* state Uicir prices But 
^ard of (doth, or one maund expressed « so many 

goods and services in general a ,nany^und«, and coavc- 

of '‘“"e" . rSimne^ihe v«lu= ot 

d.ir,.hil.y We m»y .he .w«^ , ihuBpooiblr 

jhoney ahd a..emp. “Xfe eEF^-^ “ pe,ccE.eSe»- 
beeauee chauge, ean cee.ly be e,p ^ 

Chaugee .n die P"“ IS "ele up any 'mgle 

pnixs rose and fell equally r m its pner which would 

commodity and find out the ext , . the gencml price jevrl. 

alto lie the mexsurc of the unequally wc could know 

rv-nifall prices rose and fell toother As n harpens, aU 

the direction of change from t^tam that all Slnrgem 

prices do not change equally »"f jV? to employ a comp lentrd 
the mme direction Wc have, t jt known ra tjic 

method for mea.suring chang*^ tn j^y ,n tl is context lie 

method of index numlicrs r the comparative loch of pn^ 

d'fmerl as the numbers tndirai* procccil to tludy 

at difr-rent pomii of time (or 

the m'-thod of forming index numwers 

FoRMATio^t OF Smrut ^ _ 

Tifbastjrar Index with Fit't 

cswniial for compartson that ”*em theirfore, is to select a 
stqi m the formation of index imm ..’-nflan! for cenpanson. Such 
.h- prWI™l rfuhid. » ..PUKul ,VuP JOT >1 » 

» year li called Ujc liase year » 

. 21 
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year of normal jiriccs a year in v.hkh price level is neither lugii 
nor lo^v. But to decide v.'hcthcr a price Jcv'cl is high or low means, 
once again, comparison. There is no single price level wlxich is uni- 
vcrsally agreed upon as a normal price level. Index numbers have 
been formed with 1900, 1913, 1927, 1939 and 1915, as base years 
and yet price levels in these years were very different. Hence, if sve 
define base year as a year of normal price level, ss'e needlessly land 
ourselves in a difliculty. It is, tlicrrforc, preferable to define a base 
year as the year comparisons «ith which carry’ significance. For 
instance, v.c choose 1939 as the base y'cai to study changes during 
and since the war. If we take 1948 as the base year, index numbers 
will indicate trends since independence. Similarly, with 1951 as 
the base year, index numbers will measure changes during the period 
of Planning. 

The procedure. The method of constructing index numbers 
may now be described briefly.* Suppose, 1939 is the base year and 
1943 is tlic year for which index number Ls to be constructed. A- 
list of reles’ant commodities is prepared. Their prices in 1939 as well as 
in 1943, arc ascertained. Every price in tire base year, i.e,, 1939, 
is then represented by one hundred and the corresponding representa- 
tive number for every price in the year in question, i.e., 1943, is cal- 
culated.® Averages for the numbers thus obtained are struck.. 
Average for the base year will, obviously, be hundred. The corres- 
ponding average for 1943, gives the index munber for that year sritli 
reference to 1939 as tlic base year. Let us illustrate the procedure. 
Consider the following table®: — 


TABLE 26-a 


1 

1939 j 

! 1943 


Items 

1 

; Price ptr unit 

Rs. 

Represen- 
tative 
nitraber ’ 

Price per unit 
j Rs. 

Represen- 

tative 

Number 

A 

2 : 

i 100 
» 

4 1 

200 

B 

10 ; 
I 

1 i 

11 ! 
} 

110 


1 

1 i 

1 ^ 

1 contd. On next page • • ■ ^ 


difficulty in undcrstandtng the procedure 

willre’oUciuelf as he passes on to thcillus- 


This <o represent exey price in the base year fay WO- 

ina^enal d ffera^ however. 

h- IS Unrealistic, because the 
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— 

1939 

1943 




_ 




Item 

Price per unit j 
Rs. 

1 

Represen- j 
tauve 

1 number 

1 : 

: Price per unit 

1 ! 

Represen- 

laitse 

number 

C 1 

12 

1 

100 

1 15 1 

125 

— D 

3 

100 

I 6 

1 

200 

E 

5 

I 100 

3 

60 

F 

20 

100 

IG j 

RO 

G 

•1 

1 too 

3 

j 75 


J- 1---' 

Tout 


Prict per unit of A is 

in 1939 nnd Rs. 11/- in 1913- JJ' pr„rdin? tsr find ihe 

the Tonnrr ii repmenl'^ various commodiucs. Avrrrigw 

rtpre$entaU\T numVnfor ,013 j, 120, v.hich sho>« that 

arc then stnick. The hieher than in 1939 

price level in 1943 was 20 per cent brg«rT 


120 
As ’ 


•NVEicirrEO Iw)W Nl-mbew 

. \Vc have explained the 

^^arffcmw^ of wrfr* number* are construct^. 

taeihod by which simple to all items. But, m fact, 

ind'-x numbn* attach the *I!)^nce Their rcl.st'S'e importance is 
dilTi-rent items ate of unequal index numliers are construct- . 

to l« irtuqrd from the purpose wn j importance rolis simpV 

rd. NWcosnitinn of thr rn« I,rt us iltusir.tr 

index numbers of their usefulness index number*, 

the point by considering the cas v,-OThm emplojerJ in 

Let us imagine that r,. 100/- per month, 

a firm where there n a •„ ,p«iding hU entire Income 

Further suppose that every one o 
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on hv'o items only, cal! them A and B. Lastly, suppose that the incoin 
is divided betvs'een the two items in the ratio of 20: 80. Let us nou 
■see how changes in prices affect their budgets and whether our siiup-*' 
index number really indicates this effect. 

Suppose the price of A rises by 50 per cent vs’hile that of B 
remains unchanged. Our index number wall be 125, for: 

TALE 26-b 


Commodity 

Representative number 
before change 

Rs. 

Rcpresentativ'C nuniltcr 
after change 

Rs. 

A 


100 

150 

B 


100 

100 


Total 

200 

250 


Average 

100 

125 


Thus our index number indicates that the workers will be ncitliCT 
better nor woise off if their wages arc raised by 25 per cent, i.e., to 
Rs. 125/-. On examination, however, we find that this is not correct. 
If every worker continues to consume the same quantities of A and 
B, the statement of expenditure will be as under: 

TABLE 26-c 


Exp-nditure before Expenditure ah'?*' 

the change the change 



Rs. 


Rs, 

On A 

20 


30 

On B 

80 


80 

Total 

100 


110 


Titus actual rise in the cost of living is 10 per cent only. Simpk’ 
indi'jc number gives an ex.iggcrated view of the ciiange. " Similarly 
if th-' pme ot B ib'-s In- 30 p^r rent while that of A remain* 
unchanged, rimpV indi X tiiimly'f will show a ri-e of 25prr Cent while 
th'" aOunl i!t>' in the-rcet of Jiv'ing will he 40 percent. 

The diwrrp-inry can h*' removfxi by attarhinfi 
oiSirrem iinutui.-iucr. to the vntirms items in accftrrhmre whh the 
pUce occupy in the budgets of the svori.ers. Tim irnjmt.mce 
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Ihus attached is culled iscightage thererote, 

IS four times as impottant as ‘l™ numbeis calculated on 

be four ir Ihcsveiglitagcor il is one m o 

this basis arc called Meigbtcd _ 

mdex numbers will be construclcd as uitoer 


TABLE 26 d 


Itrm 1 

m 1 

Wc-ghtage 
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(3) 
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before 
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(5^ 
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Wfighted 
rrpresen- 
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no after 
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A 

B 

1 

4 ] 

Case 

100 

100 

* 1 

150 1 

100 

1 Total 

Average 

100 

1 400 

150 

400 

j 500 

1 100 

550 

no 

' 

1 

1 Case 11 

1 

1 
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1 

100 

100 

1 100 

1 100 

B 

4 

100 
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400 

1 fOO 




Total 

500 




J 

Av’ert"^ 

100 
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W a aumm »i ion t>r t! r ljMdt?“t* oF all »1 f ’*'* 

•TtBs-»<ttion of llitm 
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Choice of prices. Another difficulty is about prices. Individual! 
generally purchase for consumption at retail prices. But retail price 
differ from store to store. Wholesale prices are easier to ascertain liui 
they are irrelevant to cost of living. However, when it is made clrai 
how prices for any series of index numbers were ascCTtained, the 
appropriateness, or other\s-isc, of such a scries for any given purpo't 
becomes obvious. It is then possible to make use of indent numben 
srith necessary caution. _ . 

Changes in consumption. A really formidable difficulty arise! 
when the character of consumption has undergone a change, so that 
the constituents of budgets at the two points of time differ considerably 
Such changes arise on aexount of changes in tastes, environineni. 
and prices. Two kinds of changes occur’ 

1. Quantities of some commodities used at the later date are 
less, of others more. 


2. Some commodities which were used in the b^e year 
disappear from the budget of the year in question, and 
some new commodities enter. 


Suppose the change in the character of consumption is only of 
the first type. Then the list of commodities is the same but their 
weightages in the ttso periods are unequal. And much can be said 
in favour of either set of weightages. If ueightages are decided upon 
on the basis of the base year, the index number is called LaspcyTC s 
index number. If the tveights are adapted to the pattern of expcndituie 
in the year in question, we get Passche’s index number. 


When the change in the pattern of expenditure involves a change 
of the second type, the problem becomes almost insoluble. Composite 
commodity representative of expenditure in one year becomes irrelevant 
to the other year. Which composite is then relevant for index numbers, 
becomes difficult to decide. 


Suggestions for Surmounting Difficulty of Changes in 

Consumption 

Some solutions have been suggested foi the difficulty' caused by 
changes ,in consumption. None of these is completely satisfactory. 
Nevertheless, a study of them is instructive, 

MarshalVs chain method. This method assumes that changes from 
year to year are insignificant, so that they can be ignored.^ One year 
may be taken as the base year and the composite commodity relevant 
to it may, vrithout any fear of serious divergence, be treated as com* 
posite commodity relevant to the next or second year. Then, composite 
relevant to the second year may be treated as relevant to the third y'onr. 
Trea^^g second year as base year, index number for the third year is 
iQund. This inde x number is then adjusted to the index number 

^ description of the metliod is difficult to understand, 
luusfration wluch roIIot%-s tviU be helpful. 
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«r the second year “ £°“tets° of com^diues) 

suppose «„ «s. ,"^.To 39, 1!»0, and 1941. 

leitfesenutive of .Ser — 


TABLE 26.0 
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Year 
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(RO 


11939 

11940 


11940 

\l94l 


111 


11941 

11942 


54 

40 


Tahns set of flsntes I and ■'“'"'d ^xSoTlSO 


.„d« number for 1940 = 40 

Taking set of figures » "d , 

tmlex number for 1941 “ 45 ^ 

But nith 1939, as base scar index nom 


120 


llcncc 


with 1939 ts 1»ase >fiT 
Index numlier 


120 Xl 
"To5^ 


Index numoer 

Now, lilting set of *'* X lOP ^ 125 


123 X 


Index mimlxT for 19*2 40 

With 1939 15 btsc y’^^’ 

index number for 1912 . ,„,it 

1 1 .< ihat it assumes that sma 

The real difficulty '>‘''‘„?S<rn oW tsso sueeess.sm j^. ^an^^ 
errors are not cumuIaUw small ar»I 

m the ‘:'^‘^«^iJiumbcr of yca«. t 

»N-ears^y^'^5 


cnatiem of expenditure may be ^ degree 

as rse ?^at the pSxss over a J-Tduiant 4;^^” 

goesonTcrrasins ^h"*’ ‘’^mSrs for th^tn tins method, 
^me, but If ssc calcubtc "“^'^Sriiuil 

they arc almost ccrum to come out unrti . .. 


4 arc almost ccrum to come ow ^ -es introduces the 

K^,- 4,^ ».W li;„rr™=re<,Vdsem..nxn-- 


. »w^an«« J,, scnsjtntness arc 

S°.Smea Uf 3hJ. liM 


nnSe tf they enjJy e<,.Bl 'ea'^" “ ^uai Tte dues no. 
»h.ch they derive from their Only ag^ra « 

mean that they consume *e purchase, arc cquaJ. 

ntihua of commodities, which cy i 
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Comparisons of purchasing power of money are the same thmg 
as comparisons of money incomes of similar persons* Fpr instance, 
suppose that in the year 1939, a person was enjoying a ^ven rem 
income of utility with a money income of Rs. 200/- and that he, or 
another persons of equal sensitiveness, enjoyed in 1943, the 
utility with a money income of Rs. 500/-. Then treating 1939 as 

base year, index number for 1943 is ggg-xlOO = 250. In other 

words, in 1943, price lc\'cl was 2^ times that in 1939. 

Thb method is preferable when the character of consumption 
has undergone a substantial change. It also comes handy wto 
a substantial propoirion of expenditure is on non-standardised go 
But it is, at its best, a rough method. It is difficult to fix upon similar 
persons because there is no objectiv'c test available for the purpose. 


Kanes' highest common factor method. Lists of commodities consti- 
tuting composite relevant to consumption in the two periods are dratvn- 
Each list is divided into tsvo parts. In one part are included quantities 
of s’arious items which are common to the two lists. Call this part a. 


The other part of each list consists of items where there is a difference, 
call them and ’Now, part a is widened by finding in ,and 
such items as have equal utility and transferring them to part a. 
and b^, are then ignored. Price of a in the two periods is compared 
to find index numbers. Consider, for instance, the following two lists 


which represent the consumption of a typical family in two years, 
say 1939 and 1943 (standard of living remaining the same). 


TABLE 26-f 


1939 


1943 


(1) 3 mds. of wheat 3 mds. of wheat 

(2) 2 „ ,, sugar 14 „ „ sugar 

(2) 14 „ ,. milk 2 „ ,, milk 

(4) 2 Ite. tea 3^ lbs. „ coffee 

Now, 3 mds of wheat are common to both the lists. This itein 
vrill be included in a. ' Also, 14 mds. of sugar and 14 mds. of milk tviil 
be included in a. Now, suppose that 2 lbs. of tea give the same satis- 
faction as 14 lbs. of coffee and that the former cost less than the 
latter in 1939, but the latter cost less than the former in 1943, then 
t\%'o lbs. of tea would be included in a of 1939 and 141bs. of coffee 
in c of 1943. 

Finding out sirnilar pairs of commodities and transferring them 
from and to c is the essential feature of this method. 'As many 
iteiTO arc thus transferred as possible, a thus comes to represent the 
highest TOmmon factor in the tv.-o composites. Comparing the prices 
^ m the two years, we find the index number. 
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T.™ - r„rT 

v.hom’ After all index num^ts CTom> Tt^t« differ 

of penons and not individuals „f findme out what quantities of 

On« again, there is no *“* m>up of persons 

nso commt^ities will give equal satisfaction to a group oi peis 

Index Numbers and Nationai- Dividend 

InUvrttatw« It was 

ui the value of monev introduw sears have not 

national dividend National divi ^ purposes of 

ody .e y,p,cs,<.d o'X^? rfanor-^-?crp„c« 

comparison, they have to be denai Hence problems 

This deflation is done on the basis of in n.Msurement of national 

ormd,^ numters •>tr aUo tl«- proMcms of mca>..rmtx. 

dividend 

We toe now seen oIT'pinem 'of »n>o'»P>'o>; 

index numbers arises from *^*"S** ‘ . u . . sucgesied 

Wchavealsodiscussedthevarmussolu f jmerprctatien of 

A .ugsesuon by Proffer U s,a.e<i 

changes in the national dividend o i d ar 11 Also, 

Hitk’s fuggtstion Take i*'®”*7he^i>asis of expenditure by 
let national dividend be ,f increase m this atrgregate 

individuals and the government N index numlier national 

expenditure is more than the J p^r ^stance *uprme the 

dividend will have increased and »• |i w ivsice the vime m ^ ear I 

aggregate money expenditure m ii „ above 200 

Taking ^xar I as the base, if index , , * jj IkIow 200, muoral 

natioiuJ dividend has decreased n ^ concrete, let 

dividend in >ear 11 w greater t^n , j,„d«rd m vear H is half 

number for ’year 11 be 400 Then d.,.dciid in y«r II 

tint m year ! Similarly, if •» '"‘ ."’"“L,,,, 

IS 2/3rds of the same m year I So on and *o rorin 

•n, at ■. r.oi all, however 's'alto^ 'obota'e 

the question of weightage has to U ^ jp In 

wcightagcs on the basis index number or the 

other words shall we use the -Uftire between the two n 

Paische’s As has already been i ‘l.v not vield the same 

raihctdifncult And tic two roetheds may not y 
results Hick’s solution is is under. 

1 If increase in nmnlirs, nan mil 

the rise m Laspeyre’s as weU as Paasche s index nui 

income has undoubtedly risen , , 

2 Ir.a„ra,o.„ moot, -=Poo<l''“'' “ 
die indices, nitioml income hi* certain y 
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3. If aggregate money expenditure has increased, but the 
'increase is less than that in one index and more than that in t e 
•other, it is not possible to say wtli certainty %\'hethcr national incom- 
has increased or decreased. 

QpA>rnTY Theory of Money 

A thcoiY', purporting to explain iiow value jof nioneyJs^^‘* 
mined, is found in the svritings of D avid H ume _ and^Tcan — boffln - 
If was correctly assigned the name of quantity theory of monej- 
In recent times, the original crude form has been sought to be reni^ • 
■Consequently, two forms of it has'e emerged. For distinction the> 
have been given the names of Cash-transactions version and 
balances version of quantits" theors . The refinements introduced 
rendered the name “'quantity theorv” inappropriate, though it 
-continues to be applied even today. 

Cnide tersio n. Money by itself is not useful; it is, the refoi c- 
not demanded for its own sake. It only represents purch^ingpoV|er, 
and, hence, is acquired to part with, sooner or later, in_^cfenge 
'for goods. Hence the purchasing power or value of money aepenas 
upon two factors, viz-, the quantity of monev- and t^e tKmgs to~te 
purchased tvith it. Given the quantity' of things to be purchased, 
the larger the quantity of money, the higher will be the prices in general 
and the lower will be the value per unit of money and rice versa. 
Hence the value of money is inversely related to -the-quantity. 
money. 

2. Cask-irartsaclions version. Irving Fisher has been t hg 
important "advocate of this version.* According to himj_Jhere arc 
’•'hree determinants of the value of money; 

{a) the^ quantity' of money in circulation; 

Ul.l^effidency’’ or velocity of circulation (or the average, 
number” of tirhes a unit of money is exchanged for 
goods in a year;) 

(c) the volume of trade_(or amounts of goods per year bought 
forTnonev').' ' y 

Their relation to the value of money — or, better, to the 
■general level of prices — can be explained with tlie help of llir 
equation of exchange.® Let us start with a single transaction- 
'Suppose an individual purchases 10 seers of cheese at 3 rupe®® 
per seer. In this transaction 30 rupees arc equivalent to 10-se^r® 
•of cheese. Thus, 


30 (rupees)==10 tseers of cheese) X 3 (rupees per seer) 


5 Oar discrssvoa of his version is based on Cbaotir VIII of bis boo^ 
"S3fn.aacry Prir.ciplis Of 1912. 


6 Faber drEnes the equation of exchange as “a. statement in matbemattol 
of the total transactions effected in a certain period in a cotnnwnitf • 
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If «c express all transactjona cer?ir*eqmoon 

same manner and then arid them a 5^ ' j ^ hand side 

nr exchange for the commumty fm P“-»“ .St and the right 
cf the equanon nail then repr^aJl *e mmeypen ^ 
hand side nail give the value of goods purchased m ina. p. 
two must obviously be equal 

. . 1- ...nlination 


two must ODVlOUSiy uc 

Let us Ukc the left i^^’quanoty of money m 

Aloncy expenditure is not the ^me ii ^ expenditure 

creulltio/ That quantity ts only 

If a unit of money, duniig the pen^ ,n,„,cv expenditure is ten times 

times for making purcha^, then tma ^ unit of money changes 

the quantity of money T)’' ""“Sat ““reflation or effimency of 
hands during a period is called 1^," 3 ,dny uath svluchmoncy 

money Thus veloci^ ofcircnHlion is the rap y „ceivea it, 

ehanms hands If every pemou .,100* money 

Viloa^^STnculation is tnfim"''y •> Sh some lime, tk® 


vifoaiy of cucuUt.on « mfinucly hign » ^ ,he 

reapicnts of money hold a pari or w longer the period for 

lar^ the proporUon they thus hold. Sation Veloci^ 


larger the proporUon they thus h°*^* circulation VelocilSL 

whch they hold It, the lower is the selwty oi cir^cu^ Professor 

of arcalation of money , thus, is m ™ of moncy_lx<''‘f^’' 

CKST dler ' Has c ane^lie Jaserage mtennl of rest^su" 


VltbinUICT wut.\a_j.s%. 

its recei^anH expenditure factors, — tlie 

tCbe. jgtat ' od 1 f’clwliy of nrculauon IfW 


Th e total expendit ure is »»»■» p f ©f circulation s* o* 

<iuantitY-ofjnonev e . docity its orcuUtion, then 

r‘J;ite?^it' "anrSCpe'tle-^SbV...^. ^ 

„,ese terms. 

rmploymg the greek letter S to represent the sum 

MV =» 2 W J r to represent the sum of 

IfsveusePastheavcragc* or-iHprM^s^”*^ P 

epianlitiCT exchanged, then. 


In other words, price level vanes greedy dj as the volurim 

unditssTlocity of circiilanon (H- ""^^Stot not only Slate monej 

of trade (T) If"' 'ak"'"'"","™"*',,™, and that the velocity of 
hut also bank money is used fm '^‘""“^Tly uueq.uil. tlien u.!. 
circulation of the two kinds of money ts y 

can modify tho allot c equation into the loim | 

dfl +.'f|l 1 


7 At htnJxIteitTe Mixing 

8 WetghKd »ver«ge, to be eorrew 
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■where, P b the general level of price', 

M is the State money, 

V is the vc!ocit\' of circulation of SI, 

SI-i is bank money 

T'j is the velociu of circulation of A/j, 

T is the numl>ei of transactions. 

Considering once again the simpler equation SIV—P7', it is verv 
easy to shov.' that it represents just a truism. SIV represents the tot^ 
expenditure of the community' during a ■jear. This expendifinc^ 
incurred to purchase goods.® On the other hand, 7” represents goocSs 
purchased and P the price per unit. Hence PT is the total 
of goods. In other words, the theory only says that value of gc»o> 
purchased during a period equals the value of goods. Though a 
truism, yet the equation does bring out what factors determine t ^ 
price level. 

Two facts may be noted. First, there is not a fixed relatiomhip 
between the quantity of money and the price lev'cl. For, in additioa 
to SI, V and T are also determinants of the price level. Hence the 
price level may change as a result of any one or more of these^ ilirw 
factors. Secondly, though Fisher did state that P varies directU 
proportionately with SI ifVcr.d T remedn uncharged, yet it docs not 
mean that changes must always originate with SI. SI, V, and Tare 
all determinants of price level and initially the process of change 
might start with any one of them./, 

Marshall is the author of this.S^*'® 
of the theoryi®. Aimording to him, people find it worthwhile to 
keep a proportion of their income in the form of money (State 
as vrell as bank money). Keeping a part of the income in theTirni 
once an advantage and a disadvantage. 'Advaatgffl 
li^ m the fact that possesion of money makes purchases easy 
^ooth and enhances bargaining strength. Disadvanta^_^t^^ 
from the fatt that money is a barren, non-income-yirlding'aifct, 
if It were invested, it yields an income. Every individual 
upon the appropriate proportion bv weighing the advaiitag«£2gmh5« 
the disadvantage. 

Let us suppose that the inhabitants of a country, taken one witk 
another, find it just worth their while to keep bv them on the average 
ready purchasing power to the extent of a tenth part of their annua) 
mcome, together with a fiftieth pan of their property, then tke 
aggregate value of the currency of the country wril tend to be equal 
to the sum of these amounts.”" 
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Tivo equ atio ns of excliange based on Marshall’s statement 
cfthe^hToiyMill lieconsidcred One has been gi%en by Pigou and 
therother by Keynes 

(a) Ptgou's equalton Let iR be the real resources enjoyed by 
the com i n ii i i c y — Supiwse that people to proMde thenuel\-es with 
con\'cnien<x in purchases and stcurity m payincnt, deade^m k^^p 
a given proporiion of R in the form of money Cal! it fc 
measures the real resources which jieoplc have dcaded to hold m 
the form of cash If Vf is the amount of money, then iR will measure 
the v-aluc of Af Now, if P represents calue per unit of mon^, then, 



Further, account has also to lie taken of the fact that money 
avathble to tho public .nclodcs not only mtc money but also took 
money aijuffit \'b,ch cheni.e. can _^__juM J;''P 

a pto™rt.»theit^55S^5W«^S'“'"^ “ 


a proportion ol tneir comnnno o r v„,v» 

atJdtimbalaneom the bank Uix gpn»cn P 
leiral tender Dirn (/-•) » dm pro^tuon nliiclrtmprssvjiri 
asiStepot.t. Non banUkeeponlvaptoporuonofthcir Imb.U- 
ties in cash Let this proporuon be A. then, 

(61 AVrarf The equation Btien by Keyne, is aim- 

oTS'’'s°^nrd“arSJTrl4ninpUon or Tdie, objec.S of 
otpcnditure ” . r r 

Suppose people desire to hold t consumption «mts 
cash Then the actual amount of money, 

the value of t Thus, if P be the pnee per consumption unit, then, 
Ti=pk, or, P^n ~ 

TaVmg into account bank deposits, let us J*)! 

coruunipiion units which people desire to keep m 
casli rauo of banks to Iiabihiies be r, then, 
iiTsp (t+rl*) 

^ CoMFAEiso’t or THE Three EqcA-novs or Excharce 

Let US juxtapose the il.tee equations «ith a siesv to coitipanug 
thtan. We ibiiiacl from she openition of bants because lliat tsould 
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make it easier to compare the fundamentals. Also, as Pigoa's 
equation is in terms of value per unit of money while the other two- 
equations are in terms of price level, we convert Pigou s P into 
Up where p is the price level. Thus, the three equations tsill be; 

F^her Pigcu Ktyna 

Similcrilia. In all the three equations, price level is showit 
as directly varying with the quantity of money. Of course, Fish^ 
makes use of the concept of velocity of circulation of monej* which 
Marshall has characterised as not a wTong but a long way. This, 
however, does not mean that Fisher is taking accoimt of cermin factors 
which Cambridge economists ignore. While the former is stressing 
the medimn-of-exchange function of mone\‘, the latter stress 
its store-of-valuc function. To Fisher demand for monej' arises from 
transactions. To Cambridge economists demand for money mea^ 
the demand to hold money. Now, in a period of boom, people 
expect prices to rise sharp and fast. The%', therefore, replace their 
stocks swifty, as they are exhausted. In fact people endeavour to 
increase their stocks. Thus people part with money swiftly, they 
do net hold it long. The interval of rest is short. Fisher would 
describe the situation by saying that the velocity of circulation p 
high. Cambridge economists would say that demand for money' is 
low. Fisher's V is high. Pigou’s k is low and so is. K-eyne's k. 
both descriptions lead to the same conclusion. CoeUris Panbu^- 
when V is high, price level is high. Also, when Pigou's or Eleyne’s 
/. is loir, price level is high. 

Supmonlj of Kejner equation. Keynes righdy claims superiont)' 
for his equation. From his equation it is easier to find where monetary' 
authorities can operate. The purpose is to regulate p. k lies outside 
the sphere of gorremment controL But n and r can be controlled by 
the authorities. Even F can be regulated by' bank rale. Suppose now' 
tliat the price level is to be kept constant. This can be done by' effecting 
changes in n. r and which offset changes in k. 

OissiTTularilzes of the equations. The similarity' in Fisher s and 
Cambridge equations, in that they establish a positive correlation 
ijctw een the quantity of money and price level, is more apparent than 
real. There is not one price les'el but a structure of interrelated price 
lei'els. To measure changes in price level, w'e have to construct index 
numbers. Weightages used in this process depend ujxjn w'hich price 
level is under consideration. 


Eel us first take Fisher’s equation. He uses the concept of 
velocity of drculation of money'. This concept has a meaning only 
m terms of transactions. Hence %%-dghiages of different items must 
Uc tieaded upon the basis of transactions to svhich thev give rise. 

, ^ svords, the sveightage of a commodity sviH depend upon its 

«-nmber of time^ each unit, on 
, caan^^cs hands m a given thne. P in Fisher’s equation ffr 
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thtrerorc, the reciprocal of >\hat ina> l« called cash innsactions 
standard 

Money kept b> the people with themselves and in the banks 
consists of savings and the sums for personal and business expenditures 
Tlie former may be called savings deposits and the latter cash deposits 
Cambndge equations refer to cash deposits These deposits arc for 
use for a large number of personal and business purposes Hence in 
price levels of Cambridge equations weightages of items arc determined 
by how cash balances are spent Evidentl), then, here the price level 
IS the reaprocal of cash balances standard 

Thus, the price Jctels of the Fisher's and Cambridge equations 
are dilTercnt^ 

Ctuncistt OF THE Quantity Theory 

Three points of crmcism may be raised First, there is a multi- 
plicity of price levels, each one being important m its own place 
Every equation of exchange relates to only one of these Qpantit) 
«Iuation$, therefore, are useful instruments of enlightenment, they 
are not set formulas for cackbng all possible situations Secondiv, 
quantity equations give only the inunraiate deleniunaob of value of 
tnoney Its ultimate determinants must be traced if policies arc to be 
properly conceived and applied Lastly, the quantity equations. 

rise to what called quantit) theory approach which stands 
now ducredited \Vc wll now give these points a detailed 
treatment 


1 The Relevant Price Level 

Mulupitalj of pnte Infis Wc have seen that various quantilv 
‘quauons refer to diffcrenl price levels Price level of Fishc s 
equation is all inclusive, brmging wjthm its orbit all thing' — goods, 
services, sccuriucs, shares, etc — which ate the subject of exchange 
I^ce level of Cambndge refers to steins for which cash balances 
^re held 

There is in fact a mulUplicity of price leveb Index numbers 
tuay refer to wholesale prices or retail pnees, prices of consumer 
Soeds or investment goods, monopolj prices or compeiiuve prices, 
pnees of domestic goods or intcmauonally traded goods Also, 
"ages have to be included m pnees if labour is considered as one 

* f the commoduics 

Releoatce of diferent finte levels for dtferenl pot firs ^Vhal is 
exactly the price level wx refer to when wc speak of the purchas ng 
po^iT of money? J M Keynes mentions two standards— the 
purchaimg power standard and the labour standard ** Purchasing 
power standard icfcrs to the prices of coa'um<T goods only while tl e 
labour se»nd.vrd to wage rates If the puce lev el of consumer good-L. 

l2 1 XtiMt Oa Meivj, Vol I, p> I33 
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rises, value of money in the sense of purchasing poYcr stan^rd 
have fallen and ri« r.rsn. SimUarh. if the average ^^a^ g 
value of money in the sense of labour standard shall ha\e fallen 

vice versa. 


K^^-ncs considers consumption standard as the purchasing 
powci- standard par e\cc!Utice.^^ He, houever, does not any rcJHons 

lor tnis. Nor does he give any reason for his preference for laoonr 
standard. If the purpose of monetary policy ivere to always 
uoon the prices of consumer goods or upon the rate of wages UO • 
suibiiis*', or lower them), hb choices could be commended, ineiaci 
of the matter, however, is that monetary authorities cannot concentrate 
on anv one given price level aitvays. Shifts in stress are unavoidaDic. 
Kot only that. It may be found necessary to bring down one pnrc 
level and simultaneously raise another. For instance, if there is a 
Ainhealthy speculative rbe of prices in the share market ana 
-simultaneous fall in prices of farm products, monetary pohev' v. 
have to be so engineered as to curb the rise in the ioriner a 
induce a rise in the latter. 


2. Ultisiate Detershnaxts of Price Levtl 

Quantity equations give us what may be called the immcdiait 
•or direct determinants of price level. For instance, Pigou’s equation 
teUs us that price level depends on R, k c, h, and M. Fbher’s 
xeveak thatP depends on A/, F, A/j, and T. If we , 

iactoTs on which these variables depend, we shall have foimd tn 
ultimate determinants of the price level. Thus, quantity equations 
render a service in supplying us with headings under which ulunia 
•determinants of the price level may be classi6ed. 

Variables in Pigou's equation. Pigou has attempted to cnutncrate 
the factors on which variables of hb equation depend.^* ras 
■first of all R, the real income. It b synonymous with total output 
which depends upon the efficiency of the people. Individually 
efficiencies nught be increased by improving their health, streug^ 
education and cheerfulness. Collective efficiency can be increases 
by' inventions and dbcoveries. 

/, b determined by three considerations. One is the convenienO" 
of holding purchasing power in cash for use. The other b the 
faction which can be obtained by spending it on durable goods. The 
third b lending or investment. The real rivalry b between the first 
and the third, t.t., between money-use and production-use of resources' 
'The friiitfulnss of production-use is estimated by the future anticipation- 
about prices. People prefer to hold less resources in the form of money 
when prices are expected to rise and vice versa. Also, inventions 
tnakc investments more remunerative. The attractiveness of roone)' 

13 itidL, p. 54. 

14 The rrfj. Of Merjy, lUtijtgs Iir Ms’se'ay Themy, pp. 162-183. 
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Variables in Fisksr's equation. Fisher tsas content to give a 
lily equation and did not care to trace die determinants of variab.es 
on v.’hicli price level depends. Let us make an attempt to enumerate 
the>r determinants. 


First take the quantity of money. One determinant of qnantiq 
of money is State money issued by monetary authority'. Nov.', a uait 
of State money vrith an individual is one unit of monev' and .'crvK 
as such. But if the .rame unit of mone>' is deposited vrith a banL 
credit of a larger amount can Ijc created against it. Hence the tv/<^ 
otlier determinants of quantity of money arc, (1) the proportion o. 
State money which people deposit with the banks, and (2) the cash 
ratio. Tiicse ttvo are determined by the banking habits of the peop>e 
and the general state of trust and confidence. 


'In a society where there arc facilities for investing and borrowing- 
i.e.. when the credit and finandial sv’stcm is well dev'eloped, people 
bold less idle money, both because tiiev' can lend or invest casii}' anO 
In-tause tbe^' can borrow whenever thev' require it themselves. This 
means that in such a society- normal lev'el of velodty of circulation of 
money' is high. This level is also high if income-receipts are frequent 
and re^ilar. The shorter the interval lielween successive income- 
receipts and greater the stability of income-eamings, the 1^ 
v.«;i be the idle cash held bv the people. Velodtv of circularion "3^ 
lie high. , 


Tile alxive factors determine the normal level of velocity in a 
' ’ howm-cr, variations around this norm brought 

abo-at by people's anticipations regarding prices and incomes. A 
m pri^ being < Synonymous xrilh a fall in the value of moneyr 
goods rather than money in a period of boom- 
, expect io receive larr^c incomes in the Immediate future* 



VALUE OF MOXE^ 

Itay mo.^ .nclmcd .0 spend -.naytlie.r 

teLhesc .casnns, vdocily of cnenlanon of money IS Ingh m a p^ 

of boom Conversely, it is low in -l period of dcptesiio... i r , m a 

liy money The number and stzea of lliesc “‘I?™” ^ economic 

iLl of output wbich in ns turo depen* “P”’ '’l' ""^Se Wt”The 
rmomces ."nd the sttge of ' <,S. Ste T 

volunie of output, the higlicr, n***" r^hanecd ^Thc proportion 
The whole output is, ‘“"f”'-, ecialisation Also, 
of It which IS exchanged, b, pjeter^ If barter declines, 

a part of wlut is exchanged, »s exchanged i»y 

T tends to be higher sclicmaiicalK as under — 

All the factors given aliovc can be put senen > 

f Amount of monev issued by th<- 
I State 

I Banking hal iis oi the people 

[^General state of confidence 

f Stage of credit and financial 
development 

irreipienci and regulanl) of 
income receipts 

I I rpecialions iboin fiitur. pines 
^ and incomes 

f Productn.’c lesoiirces 


[*nce 

level 


Qjianiitj 

of 


j VelocU) of 
J circulation - 
( of monet 


4 


Stage of economic dc%clopmcnt 
Extent oi spctiahsation 


I Development 
barter 


decline of 


3 Luirrm, Arnaoa.iixrv or Quichtitv T.ixoav Arrsoacu 

FailuTtsofqaatttityapproatb ve^nshavc 

l^cc level to the quantity of money oractical con- 

sWn that oUicr variables “"^,^'^onetary authority can mflu. 

clmiontemamsthcsaine,w«, that m m the quantity 

«acc the price level and econrmwe activin ^ ^ course, 

of money made available to the cxwnmunU) have broucht 

Wn many occasions ashen ^acUons ,?ha\^\roueht about a 
about a fail m the price level and increases m it has e urougm aoouv a. 
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rise in it. Yet manipulation of quantity of money’ does not constitute 
a dependable method, because it docs not always prove effective. 
When depression is deep and pessimism and gloom pers'ade die 
business world, the government may adopt measures to make more 
money available to the public but the latter may not take it. ^ Even 
if money is handed over to the people by purchase of securities, it 
mostly slips into hoards. 

AlUmalive approach. Writings of Wicksell, Hawtrey and Keynes 
have made it clear that in a period of falling prices, what is required 
to be increased is not money but incomes and expenditures. Mone- 
tary policy wUl, therefore, be effective if it operates on incomes and 
expenditures of the people rather than on the quantity’ of money vdtli 
them. This new approach has been called income-expenditure 
approach. We shall discuss this approach in Chapter XXIX. Here 
we need only point out that this approach lays stress on steps to increase 
and reduce money' incomes to regulate economic activity. The main 
factors tvith which this approach deals arc output, consumption, 
saving and investment. 

Effects of CfnAXCES tx the Value of Money 


Effects on dislnbution of incomes and u'ealth. If we remember that 
aU incomes arc prices of services of individuals as well as their proper- 
ties, it is not difficult to realise that if changes in the value of money 
affected all prices equally, these changes would be of little significance. 
For, in that case, every person’s income ts'ould change in the same 
proportion as the prices of goods on which he spends and he tvould be 
neitiher better nor worse off. As it is, however, changes in the value 
of money influence different prices, especially different incomc-cam- 
ings unequally, and, therefore, has distributional implications. 

There are first of all obligations and incomes fixed by contract. 
Examples are debts, interest charges on debts, rents of buildings, salaries 
and annuities. When value of money’ falls, i.e., when price level rises, 
the same amount of money’ debt represents less value in terms of goods 
and services. Hence the debtors benefit and the creditors suffer, when 
such a change occurs.^ Similarly, the rentiers, the salaried peopk- " 
the pensioners, and recipients of annuities are sufferers tvhen prk« 

rise. Contrariwise, fixcd-incomists find their real incomes having gore 
up when price level falls. 


'pien there are incomes which change but not enuaflv mpidlf 
will the price level. \Vages arc tlie most outstandin"- example of 
such incomes. ^Vhen prices rise, trade unions exert "pressure on 
Woyem to raise vvages. But some time elapses before their effoTW 

Bcar_ fruit. Meanwhile the workers continue to suffer Andifpri«^ 

continue to lag behind. This is whv in pOTOth 
W worfcr. fmd it hard to make both mIcT CobW? 

'"i I-™ ?,°ot Hi 
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as well as ilse government. Stiil more currency had to *- . 

This started a vicious spiral in v/hich note issue, prices, 
monetary requirements rose and cha*^d one another. Such ps 
have come to be knov-n as periods of inflation. 


Economists ha%'c sometimes defined infiation ^Kr-e 

factor which started the vicious spiral in periods like the s 
In substance these definitions describe inflation as an expt^'Oti 
currency and credit in exces' of normal requirements.^ For mst^t^- 
according to the Federal Reserve Board of U.S.A., inflation 
process of making addition to credits not based upon a commensu -i- 
increasc in the production of goods'". 

There have, however, been occasions when the rising 
were initiated not by an increase in the amount of currency but 
rise in prices. A rise in prices may start, for instance, us a 
rise in the prices of imports. Business firms then find their fin^^^ 
resources inadequate to meet their monetarv' requirement^ r ’-w 
approach the bmiks for more credits. If the government docs u - 
issue more currency', there may be financial stringencv'. If 
infintionary spiral may get set into motion. 


It is thus proper to define inflation as a spiral of a rise in currai-,^ 
issue, prices and monetarv requirements, rather than in terms o* nti' 
single cause which inifiates the process. Rise in prices may succee 
or precede the expansion in currenev’. .\s and when these chang^ 
begin to react on each other so that a rising spiral starts, inflation Bi- 
existence. Ht-nce inflation is ‘’a state of disequilibrium hi 
an expansion of purchasing power tends to cause, or is the effect o- 
an increase of the price level."^” Thus it E neither the increase 
currency' nor the rise in prices which by itself consdtutes mflatio -- 
Inflation E a state of disequilibrium in v.'hich prices and currencs U-t- 
chasing each other in their upward rise. Once the two have 
adjusted to each other, inflation ceases to exist, even though the pns.'- 
level and the quandtv- of currency stand higher than where the proce^ 
started. 


Ccusj's of injiillon. There are many factors svhich might sts^ 
the inflationary spiral or might. add to its momentum. Such facte 
are a.s foUcr.vs: — 


1- The quantity of mones — State money or liank money — 

Ije increased- Increase in the quantity of money increases dcmac 

ThE mEes prices and the inflationary' spiral might start. Similu-T' ' 
the iniw,tive might come from an increase in the ptircharfng 
^^"bea incomes of the people rise or when people . decide to spen > 
more and save less, rise in prices is verv likely. However, incxcs~f 
m pirrchasing power, to have this cficct” must lie financed by crr£<w 
- expansion. 
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inclined zo believe that the intensity of a depresdon is 
the intensity of the boom v.hich precedes it. Hen^ h “g 

vriy high, they vail in reaction fall very lov*. causu-g 'VuCSSf- 
anc intense sufiering and rrsiserj . , 

j^onriErx cf r^rrifrss. There art man. methods fct' 
tionary' spiral may be curbed. These method^- are not eKatm'— 
one another; thev ai^ rather complementaiy . 

There art first of all the monetary method'. These^are ^ 
policy, open mnrk't operatiom. Smug rninimmn cash ratio 
and qualitative methods of credit control. e propose to study 
methods in the nevt chapter. Here it may suSce to that 
methods may not by themselves achieve the purpose bat are & 

strpp’ements to other metluKL'. 

Se&ondly, there are physicai controls. These may take tne 
of price controls s.o that pHces of “strategic goods" are 
iev-el. Additional mirchasing povrer then becom^ 

Experience shovrs that price controls are efiective only if scarce 
nre propnrly radorted among the people. Rationing _of 
ravr matcriais may also accompany price conaols. Physical <a>naoj> 
may also Salre the form, of compelling firsre to produce more o. const, 
mer "zorsds in prererence to producer goods. 

East czzegory consists of fiscal measures. These may 
variour forms. Taxes mav be increased in such a manntu that 
do- not rise as a result cf them and purchasing povrer with the peop"^ 
is recuced. Shniiariv. the c-overament may reduce its expesditme st 
zs to create less incomes. Surplus budgets, obviously, my? ^ 
parchasing power. And, finalK', tax sinictirre may be so char:g-”- 
■S5 encourages pertp’e to save in preference to spendings 
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least five per cent of its demand liabilities and two per cent of its time 
liabilities with the Resen'e Bank oi India." Sccondlv, the banKs are 
icquircd to sdid their wetkK as well as six-monthly statements o 
accoiint to the Centra! Bank. In India, the Reserve Bank has h< en 
given vers sv idc posv ci s over the member banks. 1 1 can ask for further 
details about accounLs. It can check the accounts of any bank as art 
svhen it plca'e^. It can prohibit ans particular transaction, and it 
can direct their lending pokes. 

The Cential Bank is expected to providf certain facilities to 
the member banks. It is their ads-iscr as ssel! *is lender of the kd 
i<^ort. Idle banks are given loans against government sccunties. 
They can also get their bills rediscounted from the Central Bant. 

In India, up to Jamiars, 1932. the sole method by sshich banks 
could gel financial accommodation from the Rescrs'c Bank was loans 
against s,ovcmmcnt sccunticc. Since then, hosscs’cr, the Reserve 
Bank has undertaken to rediscount bills of exchange as well as to maKc 
advances against promissors notes ^provldcd the period of mattintj 
docs not exceed 90 daj-s ') The last fadlitj — advances against pr<^ 
missory note.' — has been given because bill market is not well developed 
in this country and banks normally finance business by loans, ca'h 
credits and overdrafts \li these can easily be converted into usance 
promissory' notex ® 

In Great Britain, the Bank of England does not directly deal 
with the banks. It givts rediscounting facilities to discount houses. 
These institutions specialise in discounting bills and the like of then’ 
-do not exist in India. Discount houses arc financed by' the banks. 
IVhenever banks need more cash, they call back loans from discount 
houses. TIic latter then get Inlls rediscounted from the Bank 
of England. Thus, funds flow from the lattei to the member banks 
thiough the discount houses. 

The rate at w Inch the Central Bank discounts first class b*|l* 
is called the bank rate. In England the bank }ole is higher than the 
market rate of discount. Discount houses, therefore, approach the 
Bank of England only when thev are hard pressed by the banks because 
getting bills rediscounted involves a loss. Hence it is only in times o 
monetary' stringency that the discount houses approach the Bank o 
England. Such a situation is described by sas'ing that the rnofbe 
is m the Bank. 

2. The Reserve Banl has now been empowered to vary these ratios tro^ 
5 ‘’o to 20 °o, in the ease of demand habshties and from 2 ®o to 8 “o if k*'® ^ „ 
•of ume liabilities. It mav als) be noted that no interest is admissible "O 

these arrounls 

3. ^e statement of accounts of the banting department of the Reserve 
Banl. on 5tli October 1950. shows that no hills of e-xchangc, internal or 

ft yed'seounted. But Rs 38 crorcs had been advanced against usance hi 
'8 crorcs against government securities). Tlie total amount cf adyanco 

_ banks against usance bills since 1st January' ISah, ” 

" tvs, .ioG crores 
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TABLE 27-0. 


Liabilities 

Rs. 

(1) Notes held 
in Banking 

department 19,63.58,000 

(2) Notes in Cir- 
culation 1430.37,10,000 


Total ... 1450.20,68.000 


Assets 

Rs. Crores- 

A. Gold coin — _ 

{a) held in India 40,01,/ 1,000 
(b) held outside 

Foreign securities 586,73,79,000 

626,75,50,000- 

B. Rup^ coin 


Rupe i curities 


703,71,51,000- 


Total ... 1450,20,6b0o0» 
It may be noted that gold and foreign securities constitute 
43-2 per cent of the total assets. 

{b) Custodian of foreign exchange. The Central Bank ^ 

large part of the countr%''s reserve in foreign exchange so tba 
foreigners’ confidence m currency- is maintained. But to 
foreign exchange to back up the currency' is not enough- Thpe 
should be a spare amount of it, sufficient to meet net foreign 
obligations as and when they arise. 

It is the dut\ of the Central Bank to look to the stability of the 
foreign exchange rates. If the exchange rates are firee to move as a- 
resulc of supply and demand, it is expected to vary its policies 
time to time in accordance with changes in the situation. If y'*' 
country is on the gold standard, or has othertvise adopted the policj 
of fbeed e-xchange. it is for the Central Bank to maintain the rate. 
In that case, it is expected to purchase and sell foreign currencies 
at fixed rates. In India there is an obligation on the Reserve Bank to 
purchase and sell sterling* at the rate of Is. 6d. to a rupee.® 

fc) Control of credit. We have defined a Central Bank as the 
executant ofmonctaiy- polict*. And monetary poliev is executed b) 
the CMntrol of credit. Credit control is, therefore, the basic centra! 
banking function. It is advisable to dbcuss the mechanics and 
t-ffidency of the diScrent weapons of credit control in details. Before 
we do that, a few preliminaries may be discussed. 

Gm-crnment is the ultimate custodian of the political and 
fconomic interests of the people. It is, therefore, proper that monetarv 
policy is determined by the government and carried out by the Centra!^ 
Bank. I.n some countries, the Central Bank is a private shareholders 
Lven w-herc the Central Bank is ots-ned by the government, 
organisation. There are, therefore, occasions 


^ Slr.ee* 
can 

''St'rs io 


? control %vs5 introcsared dxxrln 


the last v/ar, iht 


^ cjTirisff irciast v/ar, xiic a**'- 

S -.^5 ocma-i'i for foreign currency In- regulating imnorts* 
“ sterling* at rale still, hCKrcvcr, 
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.hcr= „ » ™.ance 

the finance department «f •'j' .f^elSd to the Central Bant, 
the execution ol ..^'‘Slheffnmmentiih.chhaterinanc.al 

thctestillremainsomeactiiiti p„hC 5 tends to loiici 

amplications For instance, c.miUrU d the government sells 

price level and ere * ’.ip and .i«rm<. It B Oms 

securities, the rate of interest B lixei; K ^ government 

possible that the actml.es of the &nM ^ ellective, it 

pull m opposite directions '“'r.T,' Central Bint aremagteement 

Is essential that the Eosernmen^.^d .lm tm.r 

In fact, a Central Bank the m o, it u the govem- 

govemment If a difference arues Idtueet. 
meat isliich Mali hate the final sat 


u 1 , oairc «hcrc %'C could discuss the 
\Vc have not ^ei reached a s^t quesuon m 

ohjectnes of monetary poh > Central BanV. crerts 

Chapter XXXII Here s^e can onl' *ay -amount of money— 

aU influence matnK l)> Jt appears that it it eMier 

the State money as ttell as in let, the Centml bant 

foe tt to vary the atnotint o[Sh>>' ^ ^ operattns oP™ •>'' 
can make its monetary pohey ellectite > 
money 


Given the hankmg l'i'’'J,°'^ri‘Sh mo* 
to create credit rouo is something fixed either 

ratio maintained by the !^njr condiuons Cash is, tlwe 

by the gm ernment or by of the banlJ to otaie credit 

fdL ^t„rf determinant of the oi ctate money 


by the gm ernment or by of the banlJ to create crejt 

f^, th^cf determinant items— State mon^, 

Vic know that a banks tankers' deposits Tlic C^‘^* 


..JwXTSw ^h comiW ^ 

its deposits with the Central n,OTcy t«ih the public and 

-invarytheamountsofSutcmOTC^ But the Central Bank 

" «r,mte money wth the mr^ s 


^^^^^iicamountsofSummcjeyj-^ 

Vary the amount of state mon y -q that mcmlier banks can y 

1. "bo the lender of the last t™". Central Bant “.w '“f “ 

acquire luore mouev frtnn it control the hanteis , 

money m orculatton, the „„„ey apptoptiate to that level 

and then supply the amount 

■of bankers' itposiis _ 

\Veapons of CREon- 

1 Beat rate fohCf tota’facihiies for S 

a country provides the last resort 

atafixedrite. I* » the Central Bank at thenar* 
can get financial accomm^aH^^ ^^ould be mclined 

raU, this rate determines Central Bank dcsucs to enlarge 

to gel their bills rediscounted 1 -n^j jnereases the v-illrngw^ 

lajJtm’ deposits, it lowers the tenfc rase rediscounted As 

™rt of the member bonks to i pavTnents 


■oankfn ffifftonfr. It lowers me i. ,« ret their mu» - 

on the riart of the member bon Antral Bank makes payments 
bdU are ofTered for rediscount, ^ ^ bankers’ deposits 

by cheques on itself There *s , ^nd because the rate 

vluch raises thar ability to create deposits 
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I* r.ov.- lower, they can anord to lower their own icidingordiscoj^-'J-’-g. 
rate and thus make their ioans more attractive to their clients. 
is on the one hand, increase in t'lc supply of credit and. on the oti-er 
iiand. there is an inTease in the demand for it. Credit deposits soar 


i.p. 

Conversely, when hcr.h rcie is raised, banks also raise _thd^>'»J* 
rat-s of discount. Loans become less ziixpaivc to the pub’ic. Their 
iwrrov.ings decrease. On the othnr hand, the extent oS rediscoimtmp 
as-ailed of by the member banks diminishes. As oM bills mature 
less of nc-w ones a'-e discounted, bsr.kerf d-p-jsiis decrease and t.*®- 
poscr of lending decrcas^'. Tiic demand from the public, oa di'' 
one hand, and power of the banks to supplv credit, on the other, 
diminish and the credit deposits decline. 

In, England herd. tcU is higher titan the ma’-ker rate of discount. 
Wnen the former is lov.ercd. redu counting becomes attractive and 
is expansion of credit. But an increase in the bank rate is likely to fc 
ineBcxttive. The Imf rate was already above the market rate am 
hence rediscounting v.-as not being as-ailed of. Raising of h 
furtlier makes no diSerence to the dtuation. There are, hovrtr.TTf 
two saving features in the situation. Iirst, the banks generally^ adjm*- 
thtir ov.ui policies to those of the Central Bard.s. If the latter ebangts- 
its rate, the members banks take it as a signal and change tiieir 
diicotmt rates accordingly. The reqtdiite effect is produced. it'C 
S' cond feature is the fact ^at the weapon ofbank rate poliq.- is gcner^F 
supplemented by another weapon called open market operatior^ 
which, we study nest. Here it would suffice to say that when the 1x2*5 
rate is raised, the amount of State money is also withdrawn, fres 
circulatioa by the opm market operations. A shortage of fiutt^ 
results and the rtarhet is in th' bank. Similariv. when bank rate tS 
lowered, supply of State money is alcQ increased- In one word- 
berkreU policj' and ojoen market operations are employed siraut* 
taneously. 


Opnr. matkfX cp-n-atians. These refer to sale and purchase of 
uo'.errLmcntsecarides bs' the Cpitral Bank. IMien the Central Bank 


' k.uesc sccunues receive pavments in cnequ'-^ 

diaw-n by the Central Bank on hsHf. The>- then deposit these chcqt«^= 
y ith tneh own banks. Conseauently there is, on the one baud- an 


w c^p^is. increase in berXers' 

-ncreaas dte lending capacitv- of the member banks, who follov/ cheap 
money notiq- and credit deposits are pushed up. Thus sale cf 
securities of a ^ven amount bj- the Central Bank provides'the sarafi" 


against WHICH ihe-v- can create a mutn 
iS Tor ^tancc. suppose the cash mdo 



CrVTRKt BANKtSO 

Commclj •. orso^crnmcn. “'"'f 
1,, .he F„pV l.) t'T? l,;v,nV»r-.& .h 

nnd so do ihf hankers def^Sili I , credit deno ii 

U.„U e.e comFllcl ... re.l...e I .m. ....I "h... .h' P 

decline . 

3 ... cee,p.(.... 

Bank may fix a minimum caUi raim ^Vc 

desired to reduce credit deposits • h^txU to cnatc credit i> 

have atadl The h™t. tans compelled .n In p 

reduced when cash rntio rises reduce ndwnccs 

ah.ghc,m.,oorcosh.odep...h..f.nd.hvl^ 

TI..5, Iherefore. mahe . 1 ,. .r loam lew al.r.c.w 
of interest or h> other measures 

Tl,e »me eeml.v vonhl I-; 'So! £v.^°’”sV,m 

oCliabdiitea winch tin. Uinks n‘'‘ P oblnntjons If a larger pix»- 
Statetnoney w ahsas-s essential • ^ „ ,$ tmtamotint lu 

portion has to lie kept with the Central Bud- 
mamiain ng a higher cash ratio , „ can ssoik 

Tire weapon of f.a.os o CcS'bmI. to fix n 

only m one direetion It i» P”**i.* Tnimmum. the power of memhri 
inmimum cash ratio Us i!ll,,ced But it « oft practicahlo 

banks to create ileixni's on ’*£ Bank cmnot forbid Uan^ 
to fix a maximum cash raim • » enough hqiudjty 
from keeping more cash I ^ ’ “ f Jnnks then «e!\« If the 

in the assets of the banks is tb uUich the banks thtrusehes 

Central Dank fixes a inaMniiim c-uh ran 

coiKidr: inadequate tUc« 'bj“ j!.J,n„bihu ht ihnr sohenev which 

inly by taking up m itscH ilu r cudit « an Iw c ii- 

no scxLsible authoniy ssould si ^ , u canmi 

traeleil by compelling the banks ^ I 

k expanded by compelling them to keep a loiv 

t veirs there has been a 

4 Q;«fifanr- CouKal a,,, c methods of credit control 

tendency to employ what ,,7f^nTethoi1s which arc quantitotise 

os dtstmguwhcd from the aliose asailablc to banks or 

mediods The latter operate upo«‘ operate upon tlie 

upon cash ratio Tlic ,l,c quantitatisc mcthodsssoik 

conditions attaching to loans Whuc m winch can be lent, 

m the ircction of reducing ..horn and against svhat the 

the latter are the methods of selecuon of w horn an 
loans vnll be given n«iiTne. 

^ 1, n.nbtatise control may assume. 

There arc many forms ^ rctilral Bank extending redis* 

One of these is the familiar one of “‘o fulfilled Foe instance, 

countingfacilitiesonlyifccitainc^ii n» ,y,osc bills «f 

m most countries the Central sumaturcs ConsequentK 

cxcliatigc which bear at least two , „tre,fHbeirdiscountiig' 

tliCToisalcndency among the member a-„pt 

: to those bills whicli the Central Bank^'all accep 
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^Uiother form is that advanc^ agmnst 
niay ?roHbited. The Central Bank may, 


H,ay l>e pmHbited The f^riig^ seoaHties or 

the banl3 from making adtances - 

against stocfe of some specific commodiues, me., _ _ 

One vers- important form of qualitadve 
••margins". ^\Ten a banl: lends ag^*st ^ or . of *he pleCg- 
of some commodits . it docs ^t ^ ^ le of the pledge 

For. the loan may have to be J^avsufferala-. 

and if at the time of ^'ccovers- its pace tan J , ^ ^ 

The difference between the value f Now, if *’ 

loan and the amoimt lent is_ knot.n .;T„f r-’nacitv of dime 

Central Bank fixes a high ^°reduced. The method of 

v.-ho borro-w a^inst suen pled^m T-e* in 1934. It 
feeing ‘‘margins" ^\as first adopted - • -r-*7 ^ jgglgrstnregJi' 

Tcalised that such a policy could be succ^ul Old; if the Board 

tcredsecuridesarc aho J 

of Directors of the Federal Reserve SyMern .:ec-arities etm 

was gH-en povver to regulate loans against dealers, 

hv teokers, members of security exchange and oto 

hcA tn ohsnve the “margin regulations. The ,?,e 


them had to obscrc-e the -margin 

in the beginning is as 55 per cent of the current maA p 
7 1?.., 1 j-Tir rliirin^ the last War the margin cq 


inmng is as oo per cem. sus. — j 

securiu-.' Forgone year during tlw last war the 
in some cases wa^ 100 per cent. Tliat is, no loans comd b 
against specified securities. 


in respect of “doss-n payment ’ i^., the first instalmmt, ana _ 

-of in^lmcnts or the period of repayment. .^lu^ metliod^ 
first employed in U.S.A. to regulate consumers credit durm^ 
war. The “dosvn payments" prescribed varied from io p-a 
33 1 13 per cent of the loan. The period of repayment t' 
fixed at 15 months and s-ms later on increased to 21 months. 
method is consid<*fed most suitable for controUing expendv 
durable consumer goods, which b believed to be unSia 
restricting this expenditure, prices can lie checked from 


oCuevTO xnai. i 

purpo^ on both tlie occasions. 


EmcACT or the. Methods or Chedit CornrROL 

EJjicc/y cf banJ: rcU policy. We fiase already noted that in those 
trivs, v.hcre the bcnk-Tcle ^jzndi alwc the market rate of discriun-T ' 
‘^erj.-re'e nr>’,ir%' by itself, fe not efiecdvc in brirxgir.s; alxnii contrato-' 

7 In, fset th»- •ferKmla. was a sery cxKr.pVczxtd one. For 
--■'-ycn, jtfcd'iT-’ Bs-lt'j. pp. 25'3-2724 
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nrciKlu Ihoimh It hn diances ot succrst m “P ‘jjfc ' I" 

tontractm, of credit, imA roK poliqi^tibc ““““ "A cSiml 
the ba»b adjmt their policies m accordance with those of theJ^M 
Bank or if the bank rate policy is snpplemcnted by the apptop 
open market operations 

The success of the bank rale policy depends 
factors When the Central Bank changes its 

required that not only do the lianks clian^ ici chances 

a^o the rate of inteLt outside the banfang 

Now, in a country like India it is estimated n.^olied bv the 

total credit requirements of the county riircrt^influcnce of 
indigenous bankers who arc outside the *P|' ^ interest rate 

the Reserve Bank of India R«cArB^k. it is 

pobcies quite independently Reserve Bank cannot be 

obvious that discoimt rate pol.a« of Oic K«ei%c o , 
luccessful Similarly, m of “’*“«* “ 

predominantly rural amon^ h 

customary, not competitive MampuHtions in bnnK race 
be incffeetive 

Banfc ruM policy pre-supposcs Krtmn factors 

rates but also m wages and Pf'«« . l"r towages Tlicre arc 

have tended to introduce an clement ®f ”S> .V pncei 

vociferous trade unions wludi rJmg, svag« bg 

cm fallmB On the other lioitd, when pneer^^^ itocniployon 
behind b4iti« It uket "e'l* “"XI foSoi wliiehiiii.f tended to male 
to concede Itigher wai,a! ihnothee mmor, . ^ teildency 

the wasc itnicturc leal responsive to t^n't^ S eimnijo, 

towards planned economic <‘''■''"1’"“' “ Lhcics 

otchangowuhalag.mtciponsctomonclarypoi. 

A very important factor •'"""''I'SliJd use oT qtidnatite 
loirortance of bank rale Hi^ i' *b“^, indirect methwl of 

methods ofcrcdit control ' Jv^^luccrfsiilt-s Moreover, 

•iiftuencinglvmk credits and takes st^^nc the disturb ng efTects 

tn lecmt times, economists have l>«n ^ mcxcasc i ikitu mty 

«ft!m method Variations m the i^c of ciTecis are 

m business and thus shake confid ^ iriation m the bcnl taU 

i more or less certain to occur, ‘ rh^nccs in the bark ral wa 1 

' «c frequent And it » not structure* are ncd. 

Produce the desired curaUve effects Ana wnr. 
curative effects arc very uncertain inriccai 

n~cn market oncntions score 
r^cacy ej ep n market pperatians ^ Hrst. they operate 
ovtr the liank rite policy for two • r-^j^ mcil o<l *>1 

diTctlyiiponthc quantity °f --tet rale of discount which 

raid on the other hand, inRucnco *h Tirnce vvlii’c tl e m thod 

m ns turn mnu-mres ‘In' ntmirtity otmonry , open mstket 

or ba.k rate u an vnditrci method «f cm of Umls 

05>^ai,«, .htccily affect tlir cash and lending ripsci y 
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Secondly, bank-rate policies are apt to “icounter hurdlp in rrapret J 

ceconaiy, ^ , When the bank-rate is raised, the rate oi 

response of banl^^ to them. _ When it is lowered. 

KL?; r 

cannot ignore changes in the cash base. 

But open market operations have their osm 
A Central Bank does not have unlimited number of g®'™® 
securities to seU. Moreover, as note-issue is re^^j^ted > 

can create these deposits. Lastly, open market f 

ineffective if people nullify its inHuence by their actions For insta ^ 
if more monEy is handed ovei to the people bv 
hut those, who receive this additional money, hoard it, the step 
can produce no results. 

Efficacy of qualitative methods. Qualitative methods 
controloperatc directly on the ciedit deposits. They can, 
produce immediate results. Secondly, these methods do .\ 
any disturbing effects of the type which variations in 
produce. But the most important argument in their layour ^ 
thev are a method of selection. Bv quantitative methods it is p 
to influence economic activity as a whole. Now, it rnay so 
that one sector of the economy needs to be extended more c j 
while unhealthy e.xpansion of another sector has to be discoura^ • 
For irstance, there might be an unhealthy speculative boom 
industrial shares and, at the same time, prices of farm products m- ) 
be tending to fall. Then it is meet that credits to speculators ^ 
restricted and thosc to purchasers and stockists of faim 
increased. In such cases, it is only the qualitative methods Wt" 
can help to achieve the desired ends. If, however, loan market n 
perfect, loans to one industry' may be passed on by the borrov.c 
to the producers in other industries. Selective control is then impet* 
ticable. But, in the real world, especially in underdeveloped areas, 
markets for loans arc imperfect and are embanked from one anotnC' 
Selective control has, therefore, a significant role. 


EJjicacj of mnnetaty methods. Monetary methods of control"* 
quantitative as tvell as qualitative — will bear fruit only if control e 
credit Ls comprehensive. This implies that cither non-bank cTca''- 
forms a small part of total credit, or the control extends over the enti^ 
field. Much, thcicforc, depends upon institutional factors. In U-S-"- 
even for fixing “margin"’ or for control of consumers’ instalment credit, 
it s'.-as found necessary to bring brokers and dealers on sccunh 
exchanges within the purview of control. In a country like Indi^ 
where 90 per cent of the credit is supplied by non-bank sources ara 
• ~ agende^ aic varied and dispersed, monetarv methods o* 

mtrol have little chnncc. 



CENTRAl. BANBWiO 


355 


Wc may, howcvxr, conclude by saying that though cannot 
he certain that monetary methods tJ credit control will, by themseh'es, 
produce the desired efTects, wc arc certainof the dnccUon in which 
tiiey exercise their pul! TIieirowA contribution may, therefore, 
be slight, but they can undoubtedly be helpful to other measures 
which may be adopted to produce similar results In other words, 
even if their own efficacy » slight, they can create the ncccssarv 
clunate for non monetary measures to prove efleenve 



appendix to chapter xxvn 

MACHANICS OF THE RATE OF INTEREST 

The Problem. \Ve have throughout She ' 

bank-rate assumed that arise m the rate o m ■^ve believed, 

de„a»d to, loans and a fall sdll •'^“^^ed^ilSs.oald ba 

wotdd vaiA' the amount of money and the de _ 

Loaned We now propose to dEcuss how vanaPons m me 
SSit influonce the economic acmmy. 

There are two strands of thought. of 

believe that changes in the rate of ^ countrv’. 

investment and, hence, the volume of economc operates 

There are others who hold the vie\v that the rate of 
on import and export of funds as well as goods. We hrs 
the former view. 

A rise in the rate of interest, it E said, dEcourages Jd 

it encourages investment. When investmenWncipscs, gj^jon 

employment aEo increase and_ vice versa. The tvhen 

to be asked E; why E it that investment is likely “^‘^jjjtercst 
the rate of interest falls and it tends to decrease when the rate 

Fietes of Hawtrey. According to R. G. Hawtrey, ha^S 
organisation influences the business activity through vana ^^ 
the short-term rate of interest. One of the chief guidmg 
for the banks being maintenance of high liqmdity, they g 
advance only short period loans and their clientele comes 
from merchants, i.e. those who are engaged in trade and „{c. 

Variations in the rate of interest influence the stocks of mere 

There are tv/o reasons why a merchant keeps a stock. ^*5 
demand docs not flow in at a steady pace so that the 1 
demanded varies from day to day or from week to week. And m • 

E no certainty when and how many customers will turn up. ^ , 
merchant kccpi himself in readiness to meet a larger 
Secondly, even the flow of supply may not be steady or ccr^ 
Interruptions in supply arc ensured against by keeping a stoCK- 
* • ? 

How much stock will a merchant keep at any given j 
Against the convenience of holding a stock, he must weigh the cP 
of doing so. If tlie merchant borrows money for the purchase * 
the stock, he has to pay interest on it. If he provides the mot'.' 
hiimcir, he foregoes the interest which lie could ha.vc earned ot'V 
^E interest is an important clement in the cost of holding 
icncc when the banks raEc the rate of interest, the cost of holm^.fc 
risis: and, therefore, the merchants are inclined to reduce thw 
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s cd. S.„ihrly. .hc„ .h. ,a« of they »a, mercaso 

;?S: .ha »-ha„u 

thc> purchase larger amounts The ^ wriod of increasing 

„p’ W lacaasc .hr.r Strata of m.eres. .. 

employmeo. and .ncomas Voducar. find .her sale 

.aued, .hn meldiams raducc .her ..««■ n„„|o™en. and income 
fallmg off They cut.ad .her »»'P“' , J „„>,uc.n in repcct 
r cconom:;'’a5,v.;"-an“Ti .he? aeons nh.ch .he h.nVs 

"‘"‘Lr.!:»:}/fe..ro . — ~ .t.. ->>“ 

haveusbeheve There arc other costs of keeping „.«te 

the M-archouse, insurance p cniia ,»j th«c costs, taken 

or uaste through change ot interest forms a small part of 

together, arc in mam cases large, so tin sole or even 

the total cost Interest in such <»'« ^ pj. ,tock 

the most important detenmni »g ftctoi of , ,i,at it does 

The greatest shortcoming of “m^nant of >olumcs of 

not take account of tlic most •"'P®'’*®”* aWiul pnees Wien 
stocks, aamel), the dealen . . /»« deals in) tonse,he 

amerchant erpects the price of thecommwi f not 

wll increase hu stock If ‘*® outlook about pnces u 

replace the stock as sales proceed Futuro 

liy far the most important determinant of st«ks «p progre*si\*ely 
stages of booms and depressions kVhen P , ^ cannot be 

falling, merchants’ pessimism is ^^P*j ^ ihc rate of interest 

Induced to keep larger slocks just by a redu^io ^^,5 arc too 

StmiUrU vhen prices have been rising iw a rise sn the 

optunisuc to be deterred from keeping large 

rate of interest. ,ntcrest is no 

, All this must not be taken to mean ® ^shlch fluctiia- 

determinant of volumes of stocks In P^rio dcicnmmng stocks 
‘ions in pnces are small, the mam ' the one hand, and 

arc msuranre against intcmipUons in a'‘PP*^>. , interest is certainly 

the cost of holding the stock, on the other , ^ especially m the 
important clement m the cost of holding a stock, espe 
rase of non perishable goods 

A0"«’ approach There » no doubt that of interest 

"ippliers of short-term loans onh and, d'^efo > rates of 

T*ri-«ns to short term finances But sxhcu ^ ^ ,s an intimate 
interest their acuons go much Errther Iwcau mierrst 

^nncction between the short term and long _r,al)l\ Inds to a 
A pronounced varntion in the former almost inva ^^ ^ 
rjiin^ m the long term rste in the same directm^ finances 



358 


EGONOiSIC THEORY 


When firms require also open to iheir. 

bank for a loan. But there are ^^Xres of reputed com- 

Many firms hold government nw debentures to 

mnies They may sell these, or they ma^ u^ritc thev act short- 
the investing public. When is high' they take 

term loans. If rate of int^^t on th^e o ^ 

recourse to altemativc ,“.“2e of yield rises. Similarlv, 

their prices fall, tv hich means that their at higher rates, 

if debentures are issued, they tvafi have b 

Mi-anwhile the commercial banks may a ‘ loans mote 

which reinforce these tendencies. Central Bank to sel 

lucrative than securities and Acir prices, they start 

securities in the open inarket, "■h^h 's dl lo th^ p ^ sccuntio 
selling securities, which by itself brings interest rises, long-term 

For all these reasons, when short-tem r short-term rate 

rate also rises. Conversely, when there is ^ 
of interest, there is a svnnpathetic nse in the Ion tern 

Every producer is said to have a nurnber of sch 
extension which are kept pending for want not bring 

not want of funds as such which is "considered 

carried out. The real reason is that these schem^ are ““aid on 
to bs remunerative at the rate of mter^pvhic many schemes 

the finances required. When the rate are non 

which are not considered worth undertaking at the n ^^j^l 

considered to be remunerative. Thus ^ ^ rjjlacemenss 

extensions depend upon the rate of intcmt.^ ^ «« r^tc of 

of plants wliich wear out are determmed by it. ^ence ra I ^ 
is an important determinant of demand for capital m 

When rate of interest is reduced, demand for m'-estmen 
Capital extensions are mcecutrf. Emplo^-mcnt „ jtaru 

increase and a period of rising incomes, prices and P'^ _jj ar* 
Contrariwise, when the rate of interest is raised, inves 
restricted. This produces an adverse effect on empioim 
incomes. Prices and profits also fall. 

Crilicism of Kryensian approach. Like Hawtrevy Kevnes 
thc most important determinant of capital extensions and 1 jcs. 
ments. This factor is the producers’ anticipations regarding P 
In a period, when people arc optimistic about future pric ’^r 
carry' out extensions and replacements of plants. Rate 
is comparatively a much less important consideration. ® 
in a period characterised by a wave of pessimism among pro 
towering of rate of interest will fail to induce them to expanc 
productiv'c capacities. 

tl’f***" 

Rate of interest is a weapon which, at best, is a fair ‘ 
friend. %Srhett the problem is of moderate intensity, this ^ 
works with an effect. Rut if the maladv' is desperate, its cffecr 
mtich too in.apprcdablc and more powerful methods become nect*^ . 



3d9 


CENTRAl. BANKING 

Internalunal rtpercusstons ^ ^pciatc mainly 

people believe that variauoat m goods Wheti 

on the international dealings m p ,nvcstoi-s find loans to 

the rate of interest in a ’ -tive This increases avail 

residents of this country to invest m Uus country, 

ability of capital As many stonoed or t^uced 

n,^,t of op,.al and ouldow of EpU 

A nso in the rate of interest also j.My'to fall, more 

tlie amount of money tritli the operations 

rspccially if tot role policy is „,„Vs attracuve ImporB 

lireignets Bnd ihnr exports to this Motcofcr, TOth 
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thtrefore, sell out goods „ rlirckrtl complrlrl) or 

For both thrse teas ms outlloix of gold is ri 

partially 
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MONETARY STANDARDS. 


Mohev axd the State 


Composite legal tender ^sfcm. All monetary- s>-stems of to^J 
arc composite legal tender systems. One com f ^ 
as standard mones'. Its supply is supplemmted o er 
of money yhich arc expressed as multiples and sub-m^tiplK 
of it. Tile multiples are, like the standard money itself, unlumtto 
legal tenders. The sub-multiples are treated as subsidiar} tnon - 
Such a s^-stem is suitable to meet requirements of transactiom oi 
difTerent sizes — small, medium, as well as large ones. 

Functions ef the Stale in respect of standard money. E^ery modem 
State assigns to itself two functions in respect of standard 
First, it declares it as money confoiming to tlie desadption, 
money-of-account. It not only undertakes to accept it at par in 
charge of debts, but also makes it oimpulsory for all residents to accep 
it in lieu of business obligations. It E in this manner that the cir 2 
tion of standard money at its face value E assured. For examp e, 
in India every rupee coin (or rupee note) must be accepted by_ ^ 
government or any' resident of the country in dEcharge of business 
obligation of one rupee. 


The other fimction of the State in respect of standard money. ^ 
to regulate its purchasing power. It E thE function of the State v. en 
gE'es rise to a monetary standa r d lor the cotmtry'. For, a monetmy 
standard refers to the principle method by v/hich the purenasmg 
potver of standard money E regulated. For instance, if the Sta e 
statutorily binds itself to keep the \-aIue of a unit of standard 
fixed in terms of a given quantity of some metal, the country is ^ 
to be on a monometallic standard- Similarly-, if the State decide 
to liave two standard moneys, the value of each correspondjng to 
^ven quantity of a different metal, and tlie rado between their vmp 
E kept fixed, we have a bimetallic standard. And if the purchasing 
jKiwer of standard money E controlled by- regulating its quanti , , 
the country E said to be on a paper standard. 

In most cases, the forms of money other than standard moiled 
are convertible into the latter. Reguladon of purchasing 
standard money, therefore, implies aEo the reguladon of the vu 
of all forms of money' .Also, as we saw in the last chapter, tiic 
of bardr money E limited by' the quandty of State money made availa a 
to the public. Hence tbc regulation of the quantity' of 
money means tlie regulation of the aggregate of exchange media ma 
available to the community' at any given time. 
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to the metal in its own country b% either the first or the second rae^od. 
In other words, a foreign currency may be selected which is 
made of the metal oi is conveitible into the metal at a fixed rate. The 
monetary authority of the country- in question is then bound by law to 
exchange home currency for the foreign currency and vice versa. 
It is self-evident that to thus fix the value of the home currencs is, 
in effect, to fix it in terms of the metal. 

Choice of the Generally gold oi silver has been used fin 

monometallic standards.^ When gold is thus selected as standara 
metal for the currency, the monetary system is called the gold standard. 
•On the other hand, when silver is used for the purpose, the country' 
is said to be on the silver standard. Gold standard has been common 
in the later part of the nineteenth century as well as the beriming o 
the prcs'*nt century. We study' below the questions relating to the gold 
-standard, but all analytical observations shall, mulalis mutandis, apply 
to the silver standard. 


The Gotio Standard 

-Meaning and forms. Gold standard is the monometallic standard 
in svhich gold is the standard metal, so that the value of standard 
money is kept equal to that of a given weight of gold. As we have 
said above, there are three methods of achiesang this. Corresponding 
to each of these three methods, we ha\e a different kind of gold 
standard. 

When the standard coin is made of gold and its minting is 
free and melting is allowed, the country' h said to be on gold currency 
standard or full-fledged gold standard. IVhen the second method is 
followed, that is, when the monetary authority undertakes to buy' 
and sell gold at a fixed rate, gold bullion standard is in operation. 
Lastly, if the monetary authority of a country' is obliged by law to 
buy and sell, at fixed rates, the currency of a foreign country which is 
on the gold standard, then the former countiy is said to be on gold 
exchange standard. 

One essential feature common to all the three types of gold 
standard is that there is no embargo, whatsoever, on the import and 
export of gold. .A.S r\e shall presently' see, this condition must be 
satisfied if it is to be a gold standard par excellence. In case, value oi 
the standard coin is kept equal to the value of a given quantity of gold, 
but some restriction is placed on the export or import of gold, the 
monetary system is called a limping gold standard, free export and 
import of gold is, thus, one of the two legs on rvhich the gold standard 
stands, the other being the link of the standard coin with gold. 

Comparison of the threr forms. The three forms of gold standard 
have, th'‘n, two features in common. First, in each case the value of 
1C standard coin remains at lev cl with that of a giv'cn quantity of gold. 

I Iron was u-cd as the standard metal in the Ungdom of Sparta. 
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are on the gold stxindard. In other words, thLs function belongs to thc- 
intcmational gold standard. When we spoke of unrestricted 
movement of gold into and out of the counirj' as one leg of the standard,, 
it Is die international gold standard which svas meant. 

The Domestic Gold Standard 

Slabilising volurm of ciimncy. It is sometimes claimed tliat 
the .gold standard stabilises the volume of currency and also, thereby, 
.stabilises the internal value of the currency. It is said that the issue 
of standard mones is limited by the size of the gold stocks in the 
country; the issue of notes is, because of their convertibilits', 
limited by the quantity of standard money; and the quantity of bank 
money is, because of the necessity of a minimum cash ratio, limited 
by the aggregate quantity of State money'. 

The argument given above, is unsound in many %\ays. In the 
first place, it assumes that the stock of gold svith the monetary' authority 
in a country remains more or less fixed. Tliere is no justification for 
this assumption, becaue there arc a large number of factors which may'^ 
produce variations in the gold holding of a monetary authority'. First, 
in a coimtry on the gold standard, gold is required for monetary as 
well as indi^trial purposes. Variations in the demand for industrial 
purposes svill give rise to variations in the supply of gold for monetary 
ymrposes.^ Secondly, gold may be used as a medium for hoarding. 
Dishoarding will increase the supply and increased hoarding' 
svell reduce the supply for monetary requirements. Thirdlys 

unbalance in the balance of payments with other countrie, 
to change the quantity of gold with monetary* 

authorities. Lastly, though ordinarily' supplies of gold 
available to ^ the world as a whole change rather slowly, yol 
when new mines arc discovered, supplies increase with a jump. \Vbpo 
quanuties available to the v/orld as a whole increase, the same avail- 
a le to an individual country' also usually’ increase. Thus the belief^ 
t rat wath gold standard the quantity of money in the country is static, 
IS urTwa^anted. Quantities of gold rrith tire monetary authority 
are liable to fluctuate, sometimes very' widely indeed. These fluc- 
cd'^mo'^iy^ stock of gold are apt to produce changes in the quantity 


Siabiltly in the price level. Another objection to the argument' 
!■> that eveii if we admit that the gold standard does stabilise the volume 
ol rnoney' m the country, it docs not mean that stability is achieved 
iri the. price level. Stability in the price level can be attained by 
adjusting tnc supply of money' to changes in the demand for money 
or, what Crowthcr calls, changes in “Money work”. We have already' 
stu led the cash transactions as well as cash balances version of the 
quantity' tlieory. .\ccording to the former, the amount of “money 
Morh increases w-hen transactions increase. According to the latter,- 
in the proportion of resources which people 
“triffn,... form of cash. In either case, the amount of 

is variations. If the total quantity' of money 

"•ill fluctuate ‘;money work” is marked by variations, price lev'el - 
ate. Only, of course, the price of gold remains stable. 
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of pRymmt'; is removed. Simiaiiy, in the gold importing country 
costs and prices rise wjiich reduce its exports and increase imports. 
Tiius its excess of credi's over debits is ssipcd out. 

^Sfodcni economists «ire.ss tlie clTecl of changes in monciat) 
circulation on inromfs and expeiiditure.s. It is said that purchasing 
posver in the gold-losing country falls. "1 here incomes and expendt- 
turcs fall. Its people make less purrha<-t’s horn the outside countries. 
On the other hand, in the gold-receiving country incomes and expen- 
ditures rise which increase foreign purcliases and reduce exports. 
.‘Another important factor is the rate of interest. Wdicn a country lose.' 
gold, cash holdings of banks fall and thev- raise the rates of interest. 
Funds are attracted from outside. Tlris also tends to reduce the 
divergence between credits and debits with other countries. 

In any ease, the gold standard brings about an automatic adjiKt- 
ment in three steps. Hie first step is that countries tvith negative 
balance lose gold and those with positive balance receive it.^ The 
second step is that credit contracts in the former and expands in the 
latter, nie third step is that exports are encouraged and imports 
discouraged in gold losing countries and imports increase, and exports 
fall in the other countries. The imbalance thus gets removed. 

Hurdles in the working of inUmalional gold %landard. The interna- 
tional gold standard will bring about adjustments in intemahonat 
p?.yments if it is (>ermilled to doits job unobstructed. And it did so 
work upti! 1914. Since then, however, factors have appeared which 
have made working of the gold standard difficult. 

1. The golden rule. If the standard is to prove an effective 
weapon against disparities in ilie balance of payments, the governments 
concerned must oliscrvc the rules of tlic game. We know that modem 
currencies arc overlaid with large credit superstructures. Now, 
exports of gold will correct the adverse balance of payments if the 
total amount of money in the country- decreases. When gold is 
flowing, out, credit must also contract. The monetary authority 
must adopt policies so that bank advances arc reduced. Similarly, 
when gold is flowing in, credit must be expanded. This, then, is 
the rule of the game: Contract credit when gold is flowing out, and 
expand credit when gold is flowing in. 

Modem governments are generally not prepared to observe 
the rule. As a result of writings of Keynw, stability- of internal trade 
and prices has come to occupy- a place of precedence over stability' 
of foreign trade. And rules of the gold standard come into conflirt 
with the aims of domestic monetary policy. If outflow of gold is 
pennitted unrestricted and is reinforced by credit contraction, incomes, 
expenditu^, prices, production, and cmploy-ment fall, and conditions 
of d^ression ensue with all their attendant misery-. Moreover, the 
mtflcri-.- of gold may- not rahe priced lev-els abroad if the latter are 
' t '- Even otherwise, imports mav be restricted bv foreign 

■itnes by raising customs duties. This is why England, vvhen she 
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and sjlv-er nicre arc four essential of sucli a standard First, 
there IS a free coinage of both the standard corns Any person 
holding gold or silver can get it converted into the relevant tom at 
the mint Secondly, coins of both the metals arc made unlimited 
l^aj tender People Iiave tlie full option of meetmg their business 
oWigationsmcithcrofthe ttvo The thud requirement is that the two 
'coins are excliangeabic at a ratio fixed by the State Not lliat the absnee 
•of a fixed ratio tvdl rob the standard of its bimetallic character, but 
that jt uiJJ make monetary conditions chaotic If the ratio between 
tlic tivo coins IS left to vary along uith market pnccs of the two metals, 
there will really be two monciarj units TTicre will then be two 
pnee le\Tls, each fluctuating in terms of the other Two monetary 
•systems, mdependent of each other, are bound to spread currency 
;^aos A fixed ratio between the two standard coins u tlierrforr, 
indispensable to the smooth working of bimctallisin Tlic foiulh 
Essential follows from the third The government can cfTectivc^ 
•enforce a fixed ratio between the two coins if it undertakes the obhga 
tion of converting either of these into the other at that rvuo Also, 
It must undertake to convert currency notes ori demand into cither 
•nf the coins at the option of the pubhe. For these purposes the 
monetary authority has to keep reserves of both the metaJs. 

Afmt ratio and miket ratio The chief d fBcuIty witli bimetalbsm 
•usaid to aruc when the market rate comes to differ from the legal rate. 
The metal for winch the legal rate is lower than tlie market rate 
ts said to be undervalued The undervalued metal begins cither 
to be exported or hoarded b«ause it carries a higher value m the 
market In other words, the ovetvalucd metal has a tendency to dnvo 
the underv^u^ metal out of circulation As diffcrencre betwren 
the maiket ratio and tltc legal ratio are apt to onse (jinte oftm, jt is 
concluded that, m efiect, the standard comes to be based someumes 
on one metal and sometimes, on the other It is in rare mUrvali 
that Jt IS based on both 


It must, however, lie noted that market ratio and legd rauo 
^aanot be difTcrcnt within the same country For, wlicn the monetary 
Authority is prepared to excliangc cither com for the other at the legal 
^tio Up to unlimited amounts, no buyer of eillier metal would buy 
It dearer, nor would any seller sell it cheaper Tlie market rate 
tnust conform to the legal rate^ 

The legal ratio fixed in acmmtry may, ho\vever,difrcrfrom tie 
ratio m the foreign markets In dial case, the underv’alucd com begins 
be exported or hoarded Hence, if only one country (or even a 
le'v countries) adopts bimetaUism, the system cannot work for any 
<^asiderable period If, howevor, bimctaflisni « adoptal on a worJtl- 
witfc hiujs a common mint nino, rfivcrgcnce 6erw-een 

raarket ratio and mint ratio nmiM not l>c possil le 


. 6 Of cQum a d tfc r prce b<wi<ren ibc .two will orevr 

“ nwuli wtib the tnoanlitr avituir it nai hcen <t»Iiaul(«L Bm ifir 
tvneuU m. wiU haw: <e«d fo e»t 
24 
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Case for bimelallism. An international bimetallism 
adranlagcs over mono-metallisni. First, in a progressive vorld as oars, 
in wliich population and production are increasing, roonetai> 
requirements are also increasing. This increase in requiremeau 
can be better met by Uvo metals than one. This is, houtjvcx, not so 
important when the world has learnt the art of supplranenting 
metallic currencies by paper currencies. 

Tlie second merit is important. Value of money tenth to b-. 
stable in tliis system. VTten, due to improved technique or oiscoven 
of new mines, the production of one of the metals becomes cht^ea 
its quantity increases, and costs and prices rise. Cost 
the other metal also rises. Its production dccrcast^. Thus, so 
increase in the output of one is balanced by a decrease in the ouipu 
of die other. 

But the case for bimetallism is only for an international 
bimetallism. It can succeed only if all countries, or a large 
majority of them, adopt it, and also ail of them agree upon ?- 
single mint ratio. 

Paper Currency Stanbarb 

Paper MonQ'. 'WTien a country is on a metallic standard, ij 
introduces currency notes w'hich are of the value of multiples of standard 
money. These notes are promises of the currencs' audiority to convert 
them into standard money at their face value. They are, therefore, 
called convertible paper cu^^encJ^ These are issued only to fadlitat® 
carriage and transport of money and also to facilitate purchases and 
s."lcs involving large payments. Tlie monetary ss'stem. being based 
upon the metallic money, continues to be a metallic standard. 

Paper currency slandcrd. If the currencj' authority suspends tlie 
prosTsiou of convertibility of currency notes into standard money-^ 
either because it has no intentions or because it has no ability to do so 
the paper monc)' becomes fiat money or inconvertible paper currenty- 
'Fhe &st victim of inconvertibility of paper money is tlic metaJic 
-money. As the quantity of notes issued increases, metallic money is 
driven out of cir^ation. It is either exported or hoarded. Vhen 
it has been completely replaced, any further increase in paper money 
limes prices and lotvers exchange rate. Metallic currency may still 
be available at a premium. But the system shall, for all practical 
purposes, have become a paper currency standard. 

A paper currency^ standard, in its pure form, exists w'hcn the 
standard or definitive money itself is a paper note. In that case, 
convertibility of currency notes of higher denominations carries no 
meaning because notes arc convertible into notes. For initance, 
in. England a five sterling note is convertible into sterlings, but sterlings 
are tiiemselves notes. Similarly, a ten- or a hundred-rupee note m 
India is convertible only into rupee notes." Most countries of tbe 
world are today on paper currency standard. 

' 7 . E-.-m rupee coins arejost soles printed on metaf. 
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cu^eno v.h.ch h- ''.'"c.r; 

,v>»cl> are coamiib'c ,l,cy Imc tic auilioriiy of 

cuhtc for tvo rcvon* ^ ,1 the more impon nt rea'on 

govtmm™! Mood tl.om Soc™d. ami >0= 1, ,, just 

(hat 11.01 are ,<>unl .0 l.m 1^ j^ToXt, thoy arc ram.d .a 

cnooi,!. to do Ihc mnaca J; ,„a ,rd drprco.al.on of 

c5re!>ivcamounU,r«lt,l.f-on'cmtli P If Ihoir rauc u 

11, c aaluc m tl.c ''“'T'S" “'V’ ,orM^cr m the oureoaci and 

,„orepotlcont.m,omli, r^Si' “ fare aaluc of monel and 

the danscroua nhonomoi.a I'l-a “o 

Ihshl of capital rai'c tlioir usll _ . 


W»ol,™ 0/ !*• 'J»'" ,’7A^„S«'^o^Ml"?d^^d! npon 

c«mi.alll a managed iiatrna ’I'd ” „ p„peili regulate. 

how It la manag'd je dan P Ij uf a naciall.c cnrrencl 

iBaaluecanbeVqatt.al.le.noryady^ supply of 

The a-aluc of a metal, hie gold, monriata aulhoraiy of 

gold aaliicli la a faemr Iwl ond the m depend.rg as tt 

So) .rngle eonwta Bn> "1' "ly U rti.la.ed hy to* f 

dtia on the miamitl o[ "““'.“J „ i,<,tier tolled for "'hange Mahihil, 
aothocla. Wide a gold smndaid « implrmenlalion ofil. mretij. 

a paper stanthard la mucli h* meomea and employment A P ^ 
economic pohaca aaath * u,^,und. eJ becauae it does hhl ^ ^ 
coeecncy itandaed la^to a * ,|,c form ofaol non in 

the ROVi.rRm^'nt to lock up » 

yielding assets. — 


The doneett of the Pt^;2'”;S“re 'h' ^t"! 

whteh It “S of paper enreerc, P'P'jffJ"' 

^i/raTol ■» *'d-m 

Geimany duemg the Fuat Oteai 

S-eond World War ee„,n Paanv STAMtanD 

I M F atiD -ntP -aatenee of International 

IP.rlme ./ 1 If f ’I’’' ”"""?„Tmay be ealled gold panty 
Moneaary fLa hat gi'™ "P.^.u 19Ia! wi'h » "™ 

ttandard.’ TT>o Fond -ma eamU.thrt n 

tonipcttuaedeprettalionotco^nc.m Ahlioogh the pnma^_ 

economic hb~rues of the tnPJP lutchangc stability, throng . 

po,p,«e of the Fond a to pr»'P"“;X,35, of Agteemmt arc bmed 
nauonal monetary eO'PPPt*P,^„ona of output andcmploytne 
on the assump ion that conad stability 

tcctivc precedence over escbangc contiibuuons of the 

Tlic resource, of the >'“”^.,"™S,bubon o. quota yj' 

membet countries *^r S A to ore half nidi 

vanes from S 2750 mdhm for ^ 

Panama E tin member h-u su^cnl^ ^ Tbus, the Fund 

currency and partly m goW or m U b A 
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continues to enjov the status P’lt* P'*''‘jy 

,tdesmTsnphccorvmi«rtancr fioW 

suindard Ues in the fact that it nffidity Countries on this 

standard ssiihoutiuexpen5ivcne« and njjd 

mndatdhavenoU(>kccpl»rg'>“'^“ S>'W^ ,„„„ce of gold m"™- 
economic conditions at the domestic ecoromic 

ments Gold standard .^‘'goW pantv stardard leases a 

policy on the altar of exchange s > objectis es on the dcro«tic 

very svide scope for ‘he pursuit ^ cco^i J standard in 

S Goldpmtysundardalso d Changes m 

thalU seeks to secure exchange siabihy.w^ chants and competilnc 

cxdiange rates arc there is a fundamental dis- 

dcpreasiion are to be checked ^ ^ changed 

il.b„u™. .. » bo., or .o ror.»c •> , ■ 


ilibnum. It » honor to rorliso tl.at tn „,„d.,td 

Avotdmg Uto r.g,d.t,oo »f g'“ "“frOTdtMvhon^nd rthoro 
cm st.ll toh.os-o orpomior, and , dtfiett co.miry and Jo 

rotiotrod Supjoso.for “ A °rfl bo crrdi.od .0 >bo 


can still xcnicsx: dchcit county 

required Supp«e. for svdl be credited to the 

she purchases U S A dollars India and the latter va 

account of the 1 M F tn the aoUaJs are sold to the Ix-mU. 

get n command o\er dollars Wh _ 

lepmm of the banks 2^“^. ,^\S”S^1onrraction 

d<^enU haMng contract^, the« ^ increase benktt 

dollars receivtd lu U S A « The 

e^ml mflifTncc on the balance of 


” doubt, horc boon 

sso. ,;r*oro 

rd“cS’c™,rr|“'n_».^- ,''„|„o| n 

accommodation allonabto tn jjjj quota jn the F 

much hmttod Tor tmmncc. % " ,o J-,, .he can “J 

the order of R. 200 ororo. In ^ E > ,un! to 

it. SOcrorc rornconnm "^^'"' futmes of 'I®™"''," J? 

R. 1200 crorc, .ocb an ““"X^'o only a for noa.bot fr.ond, 

meagre Hence the Fund tn , j^^rcally funous 

terufmg to help when the storro. ate reany 



CHAPTER XXIX 

income AND employment 
The PROBLEii 


Kinds of un'V'.p'oynunt. One 'I®' “xhcre arc laaBy 
study and police' E achHA-cmcnt ^ life E d^TiaiBic; 

factors Miich give ns- to ' ies is rEing and of othen 

demand for the products of some *ndustric . | t^^cs tune, 

is falling. Shifts of labour from _ mdustrs is /n'riiW 

DuringAe interval y orkers remam -^hom J 

imemplojmmt. Secondly, I other industries, Ijecaus- 

demLd and the s^orkers mas not shift ™ It may 

the latter off-m louer svages or require a spcaj 

eenhethattheydonotchangeoyerin heh S di 


evenhe that they do not change over revive. Such 

industry, in uhich thp' have ^ ^ iduniaiy uncmplc^ 

i ,hc "rAulling to tto* at * 


is the slmdural mar.pioymmi. imrQi>, ^^^rk at tic 

mint, v.hich refers to those men rvho are We arc here 

prevailing rate of rvages. or at any r -nalY treat of only the 
concerned v.ith none of these types. , j. orkers v-h® 

involuntary to accept the prm'ailing 


involuniay unmploymmt vm.cti means t the prm’ 

xiannot find jobs ex'cn though the>' arc prepared to accept me p 

rate of rs-ages 


Inadequacy of partial equilibrium aS^^?^ 

analv-sE carmot prornde an answer to this pro - ^ industry' m 

changes in the rate of wages paid to the rvorkem m ^ ^u^oa 

question do not icduce the de^nd for its lov.er 

hi wages, costs are reduced. This hence, 

the price and thus sell a larger amount. More Produced^^ industry- 
more v.’orkers are employed. Thus a cut m 

results in increased employment in that mdustry. '•fdemand 

E a general cut in the wage rate, the ^rmiption,_ that the O j 
> for goods in general remain ^changed, is not in gSrah 

rCut in. wages is bound to mEuence the demand for j, 
and, hence, the demand for labour. 


Moreover, partial equilibrium andysis meats money . 
ThE analy^E E done in “real” terms, 

on the other hand, must take account of the fact that mmi^ t, 
can not only be spent on goods, it can be horded. E « 
it creates a demand for goods of one Mnd or pother. , . , . . rems^ 
it serves only as a store of value for the period durmg which it rem 
hoarded. 


.fin assumption. Aggregate employment E a function of a^gnio 
output. But the relation E not one of exact propoffionahty. 
other words, employment increases when output increases, but tner 
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no „.»n .o wove 

rumfn%lh4n nr1,rcc. ■>“= “ "' 

ptovT n xety hnlpful smpU.rauon. 


CuvBicM. Tiiionv on LMmovnimT 


^,yW«.n CLwnlc^ 

J.B Say, Dannd Ricardo, nnclj i ^ucon is impo'aUc 

held the view that Kcncral S'”' X,” „\„ovn ns Say’s “ 


or ovrrpiouiia....,-.. - 

This vaewasas b-Std nr™ ^''1 n 'cUaroalcmcnt of the law 
nttnarkets” It is J-'"™" '» ,“ o llocacr, signiricant Ttnicn 
in Say's own wntinss O""""'.” ’ * “It ,5 ptodoclion which 

translated from the orisiiia Tren , ‘ ^ ,,, 11 , |„j product for dw 

creates markets for Rood. ^ , ,^,e, demand. 

can’ Renenar unemployment 

possible"' 


drill’s Csfeoh™ ”/ f polmral Leonomy” ' H' 

IS found m MiK .■’""“P'^i'SSid should fall short 0^1“^ 
there are two possihler^om why dem po,,^ ^ iSl 

fi;?,'’dns;v^^re??-xS«-S-' purS,a™5.r»- 

regards the fotmet he saja ^ 

“All sellers arc incsatahlt „,_,iuctivc powers of the 
Could we suddenly ‘JT'.’he of commodities in evny 

H;rtS?s;seS|i. 


rnt^^wouKlhU^^^^ 


Krjtae’M^-’ 


vauie, anu 

ctently remunerated foreigner entering 

Regarding the second, he lates 

the economy and wntf* country a 

“The n<nv-comcr *"^“S**‘ ■'!' that he could produce 
demand for commc^tties, cq sec that 

by his industry, and it jliat demand . . • W 

he brought should be additional commodiues to 

before that po^«r of purchase, sse now 

market, brmgs an addilM»n*> i 


1 Astleyedmonjpp- 558-62 

2 ItJ.p 558 
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tliat he brings also an additional desire to 

if he hed „« that desire, he rvould not have troebled b.mseir 

to produce.”® i 

Production can thus not be excessive though But 

It may be objected tliat some person produce the 

such persons invest their savings productively . So the^ b 
surplus purchasing power to the labouring class. The lyter s 
<Ser spLd the purchasing power or, finding their wages havang 
svork less so that production diminishes. 

Mill, however, does allow an cxc«s of 
money demand in periods of commercial enses. 
body ivill be a seller and there will be very few buy . j. y , 
crises icsult from excess of speculation and not tjo? of 

And the remedy is not a reduebon of supply but the res o 

confidence. 

Hence general glut cannot occur. Partial glute 
but forces at work remove them m due course, „t;nn alwaN’S 

is the normal situation toirards which actual situaU 

gravitates. 

Pigou's version. Say’s law and Mill’s exposition of it are coudwJ 
intlic language which was apt for the sodety' in w^ch ^ W 
worker was self-employed, so that the workei-s sold tlieir p ^ 

not labour. Products arc, in the ultimate analysis, exena g ^ 

products. Supply creates its ow-n demand, ^d employunen 
worker meant ability to find a market for his product. 

In the modem sodety, most workers are wage earners. To ^ 
employed means to work for others for a wage. Pigou rccons ™ * 

the classical tlicOry to make it applicable to the labour 
According to him, given the demand conditions for lalKiur, '“ o, 
will come to stand at such a level that all workers arc 5 

Whatever imemployTOent exists, is either due to ctang^m ogn 
of demand or to frictions of imperfect market, rull employm 
a’ matter~^f automatic adjustment. Hence if the SOYcmroen ^ 
a country takes steps to improve the conditions of demand ior ia • 
it does not provide any remedy’ against unemployment. For, c 
if they did not take any steps, full employment would ° i 

if the conditions of demand stopped fluctuating. State of * 

tliercfore, docs not matter. What really’ cause unemploymen , 
changes in demand. In other words, there cannot be any involun arj 
unemployment, nicre can only be frictional unemployment- 

Using algebraic language, he says, .wluje, 

jV is the number of workers employed. 

T is national income. 


S Ibid , p, 559. 

^ The Thnry Of UrmploprMtl (1933). 
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q IS proportion of Y paid as wages 
and, W IS wage rate , , 

„,U 3.r»S'°u™b.r of 

Keynes’ Views ON Classical Theory 

Thr Piffovian approach is based upon 
Thnt dhtd asnmpfmi The aipuoos ore sucli os, 

o number of assumpuom Th'" “ ,1^ Keynes goes 

though they ap^" “ '''e“'’iC‘e’,hree ossumptmns “oH am™"' "> 
to the eotent of hoM.ng that these^ any 

the same thmg m the sense that th^ a 1 sta™ , ^ 

one of them losieallj involvtng ^ ,„/,!») mntl. One 

1 fool imjr <?"«<• ”S Jo matmnal feutthty of et^U"? 
assumption is that s'age q nerson works such number of 

em ploUen t I" oil"' ,"'>"'1’ fork eguah real f age 

daJhfer-S'r °Lrk?Js foS fork for more days tdl 

pei dV> If real stage rises, f orkem foum 

again marginal disutihtv of f «1 assumption The first 

Tliere are ts*o accent t£i above aasumm 

assumption, that "‘'‘,S „7l,?Sg‘ S^bnlraty to rspennice 

therejsjLSinall rise in the cost , , To assume that 

— ii^Tecond nhjection n “,'Xfml„T ol Wblh 

fotkers ertuahse teal " aS", “1.7 smges. "I^'ace totgains 'n't"''” 
ass.ime-tlSrilK) Cargam for teal ?,t 

the eraploiets-aiSr the "„e, „ that there is no me^od b) 

notrealfage. The fact of he mat « ^ 

finch the labouring class can fit ^ that Us sahic 

no pof er to bring the inonp fogc . 

conforms to marginal disuuh > ancmlitrd to anallsc how 

Tlie clatstcal economists ’’"’'“'’IjS 

bargains for money f age 'n!’;'"'7,^„ hsae held that E!£^“‘ 
considered it unimportant T1 o ^ ua ,l,c jatc oL- f, 
tlrpcndijlUbtfriuanntioI^mnlJWf a TSng “me^" 
Thanhetr throiv coiihnihll sf^^l attempt "Os i«<le 

mplainrd only lij the fact that no m general letvl of money 
stJtliae the rriatmu belfern changes m gr 

wngrs snd of rral wages Tlie sicund 

2 ImJposnbdiiT of ’.'^“^^■J-oJunTary incmplc^Tncnt Has 
iMurepiion « that ihciL can Iw »«» 

“" S TU C^orrtt 

6 The urm. « loed W Kn«"^ "" 
to Say Ricatdo and \ni. 
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ass-omption is an obsions coroUars^ of Ae firsl 

that t vorbers suppIv labour up to svhgaj^ gcs egu j; 

uUhr.iS:^=knrah^^^stnne that xf jhcre arejmv^^ji^ 
v.-o^ tbc>- are volunta^ That is, 
becaus e the nnen rplgyca r elme to 

Even hiaional or structuraTunem^j-ment iic^paable . 
theorv, but involuntaia- unemploj-mcnt cannot exist, or at 
cannot persist. 

This E again contrars' to experience. In periods of 
there are large numbers of tvorkers svho fail to scc^c 
e-ven though they arc prepared to v.'ork, not only for thc curr^n 
but evm at a lower wage rate. Their unemployment is ““Xmore 
tional. nor structural, nor voluntary. ^ Ana neither arc ^ - VifYoirL 

truculent npr less productive in a period of depression t an . 
Classical theoiy fails to recognize the fact of involuntary un-m. • . 
ment. ^ ^ 

ils c urr diTPand. The tliird^ 


inc impucauon Oi mis lasv may irz -- , 

tlucdon of agaregate output arc earned as incomes. I i-csc , 

are either spent or sa%-ed. That which is spent constituto 
for consumption goods. That which is saved creates demand o. 
ment goods. Aggregate costs are the aggregate s^ply-E^~:u 
gate oudas's are the aggregate dem^d~pnce. The ttvo arc 
equal. ' Thus, supply creates its os-.ti demand, means dial ^ 

supply price and aggregate demand price arc equal mr ^ 
of ou^ut. There is then no reason, s'.hy output should noi svs 
itself to the level of full employment. 

That this is a wTong a^^sumption can be understood on»> 
we have studied, at least bri'*fly. Keynes’ theory of emp.o/rn 
"IVe will novrgive a summary treatment of his tlieory. 

Keyxes" PRrsciEi.E OF Effecttive DeISAM) 

The level of cmplosTnent in a' country depends upon conditioit^ 
of aggregate demand and aggr^p.tc supply. Hence concepts^ ^ 
?.ggregatc d'^mand and aggregate supply curves (functions) ‘it 
fundamental to Keynes’ analysis. 

Aggregate d-rn.<ird juncsiem. Ag greg ate demand curve. stnct‘> 
speaHng, is the curve r cj.ating the cxpecigd~^<Cr7rgr:crcis wth y sSSlr 
voIum^pXoutpiU. But Keynes defines it asjhe_gnwr_re|at|ng;j3ni^' 
q uantities of cmnlo vment tvith tlie sale proceeds wliich then otu paa- 
are cxoecfe3~ t o~vieIc IZ~^ There are three posdbh- justifications mr it- 
First, he is intwested in tracing_tlie deierinina nts of emplo>( ^^^ 
rath‘T_than output.." " Second, output and employin' nt — in tHem*^ ‘ 
■p'mod when technique and resources can Ijc taken as givtn"^^^ 
tx>3iiiv'ely related, botli increadng and decreasing together. Trj^j 
th'Ti* i- Tjo nh s'tical unitir..tgEtns of whieli q uantiti es of cll rrynrnoduie' 

" J.£.vxnr^-ed, jh'TT'fo-e amount of labour employe d is us ed jw -oo.. 

oS the 'ize of the” output. 
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INW»«i 

1 V e icprcs^^^ 

OT,cnweJtaw*«'i™“^^^^j^,“q°™n.y 

StcoiJly, on the honiontal Jjo 
t,... of cmplointent to 


t^s u tltotm not pnee /’" “"^'(^-'.^j.^^'i’oTthe S^of *= ontpit 
kconJly, on the hot““'f ““ „h.ch thit output goes me 
but the amount of employ i ™ nt the proceeds, nhich 

For ™'™",,1,ortLLleofco,,,p^^^^^^ 

S'eTvTtL-roemfdov^ 

Ik z ro Ah more la bo^ — rr^cCTira r sil^P-ri’Ci-ediaTe 
andsalejrocscdsH^caje^^cC^ 

y^'t-^ri-i Tger ana upwards to the ngn 

right m eontradistincuon to the dem 

which slants down — mtnitnum amoun 


Sdi^lants Town cerum mmimum amount 

^ff-rrciK H Ml taken toother must get 

of sale proceeds wmch cmp o\ . This is ih" ttippW 

produce a given ® for SilTcreni outputs » should 

output The S“PP'> P arnTtfSa*** K oriccs Dt»h 

again, strictly spe iking, ^ ,(,cir s'lpph P .^ung supply 

relate various fL^Jo define it as the c»^"/io Xcl. 

reasons gisen ahoi-e, u i amounu of the supply 

price, of vaiioujouil'uu ,he eettical ftu ate >1^ umounla of 

outpuu give rt,o ahu' a t. are repte<enieti 

prira aSd along the her, aontal a. 

employment aggrtgatc output 'Tf^ emi of that 

Supply price t f u SO™, .f „^„ce tt equals the ^e^ 


r „.vrn a'crtgato ouipuf 

Supply price “ S‘'Xcl to p^no*' « the paymcn«. 

wlucli entrepreneurs Sendud » •'' 

output V Aiundiyhij^^^l^f^ >alui3 -ot. rriwm.- 

on account of scrvicw of facl^ ' own 

de prcciati^ oT a ssets t factof *^TTIic wholc^ 

'r'SSS;. «s2n;,;,re'^"ou,d iK 


nie5rinr^'n«^,^‘= be 

normaljlforit. ‘j* excluded because he counting 

oulvTutTuscr cost must ,han once m U "0“‘“„^enab, for 

cither counting nian> cos .neomes Producers o 
VNlucH Which ""^.‘TS^X«mthur cosu. 
miunec, haNC when the purpose is to fi SS^ 

matrnaU nerd n it inchid 

. _.„e,ir.vinmt will also lx 


•laU nerd n it inciuuc ^ 

Utd, aero 

largrf mle ptocecd. In m frt 

likl tlSlSSSSnrniand ctita-e. 


Thn mea4!hat.lushcr nmtm^t^iqlJril^p^e 

lartr rf-aiflWird , In from the ongm and 

liklllSlSSiSnrniand ctita-e. 

up to the right - further 


men no 


^Vhen no more workw •• 
incjTusp in uile proceeds wtl« 
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employment. That is, after a point the aggregate supply ciuYC 
will be vertical. 

Effective demand. In Fig. 29.1, employment is represented along 

A;-axis and sale proceeds 
along _y-axis. D is tlie 
aggregate demand curve 
and .^the aggregate supply 
cuivc. The former snous 
sale proceeds expected from 
various levels of employ- 
ment, and the latter shows 
sale proceeds necessary to 
induce different volumes 
of employment. 

The two curves intersect 
.rt P. This is the point of 
equilibrium. Obviously, 
then, equilibrium will he 
established with employ* 
ment ON. At this pomt 
Fig. 29 1. the entrepreneurs expect 

to eaim maximum profits. Any other level of employment 
will reduce their profits. For instance, with employment more 
than ON, say ON^, expected sale proceeds fall short of the supp y 
price. Profits will be less than normal (or even negative). On re 
other hand, witlr employment less than ON, say_ OJVo, expected sa c 
proceeds stand above the supply price. There will be an inducemen 
for entrepreneurs to employ more persons. Thus, there ■will he no 
equilibrium unless employment stands just at ON. 


Evidently', then, at any given time, there is only one level o 
employment at which cquilrbrium will be established. This rs the 
point at wliich aggregate demand price equals aggregate supply 
The point on the aggregate demand curve, where it is iiitcrscctcd n) 
the aggregate supply cui-vc, is called the point of effective demand. 
Employment is determined by effective demand and cquilibriurtt 
established by effective demand is not necessarily at the level o 
full employment. 


Furlher elucidation. The aggregate supply function dqrciids 
mainly on the physical conditions of supply. Considerations relevant 
to it arc quantities and qualities of available factors of production and 
state of knowledge and technique. These are topics which rye have 
already discussed. Keynes rightly holds them as familiar topics 
taking aggrcgat<- supply function as given, discusses aggregate dcinaim 
function in details. The aggregate demand function relates cxyiectw 
sale proceeds to employment. The expected sale proceeds may m 
Split up into sale proceeds of consumption goods and the sale proceeds 
of n< w investment goods. If J3 is the aggregate demand, Dj 
demand for consumption goods and D, the demand for investment 
'uds, then- 
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IVCOUE AJiD EMPLOYltENT 

Jo total mploymont amo out ot the o’lM 

and tnuostment EO"*. Hn uteteate ,n 

an mweasc m expenditure on ® t tune is the sum 

investment. The aggregate dMiwn «tment demand schedule 

of consumption demand schedule and investment “" J 

We Le seen that for 
aggregate demand \\ lU equal a^r^ PP 

Hence m position of equilibrium emplojment, 

Dj is a function of expenditure on consumption 

income increases As income expenditure is not as 

also mcreosos But increaso to '^“7“" ^^omployntmt causes 
much as increase in incortic employment 

increase in aggregate supply price . jc%cl of income 

udl be matuSa tf the 5' ™nn.p..ot. eapendt- 

{or aggregate supply price) and the new mve^ *If investment 

ture IS bridged h) investment aggregate demand 

outlay is less, euttepreneursvvall^ffr ^^ Employment vnU 

price wnll stand below larOT^mvestmcnt would mcrease 

be reduced On the other hand, larger 

demand, incomes, and and the proiiorlioii eftggre* 

Given the rate of new ^ there esm be only one level 

gate consumpuon to he established Ifthislcvd 

of cmploymeJit at "hich equ.bbn^wni^ ^ ^ ^ acadent 

happens to be one of full ^ ,f ^vestment just 
For, full employment wall ce of output tesulung from 

difference between aggregate supp ^ ^ he spent out of « on 
full employment and the amount wtuen 

eonsumpuon r „ oo 9 atrtrregate income is «hown 

Dicgrammatictluci<l<itu,« InF.g ^^j^^g^oxis and aegr^tc 

output along 7 axis Since 
the p,o will have equal 
values at all levels, the line 

Oi which correlates them, 

« a suaight line inclined 
at 45° to either of the axes 
(h IS the curve givmgcon- 

,un,pUoh 7 ; 

rcspSnd.ns •» ■Bff"™' 

Icwk of in'”™' 
income less tlinn OE, 
coraumption cjpcnihtuic b 
mote too mcoto ''M” 
income o OR, tot'holcof 
It is spent on consump- 
tion As income mcrease* 
bevond OR, gap between* 
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ancome and consumption expenditure wa ens 
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The point of effective demand will be on ^ 

point where investment equals the difference pr;,'/thcn 

cxDcndiiurc and income. For instance, if investm ^ 

L?ome will OM' {P'M'). . Expcndituie on — P'-on 
M'L'. And emplo\in(rt will stand at the le r„n-csnondiiig 
to income OM' (oi P’M'). If OM is the f 

to full cmplo>mcnt, then full employment wall be at 

investment happens to be PL. , , , u tint 

Conlrasl with Classical view. J. B. Say had h*; 
since supply creates its own demand, aggre^mm demand pr 
be equal to aggregate supply price for all r gfjy>s 

If we were to redraw Fig. 29 . 1 , on t ic assumpUo ^ 

law then our cuiwcs D and Z would coincide foi all . 

emplo>Tnent. There being no bar to full employment Soyment 
among the entrepreneurs would lead to c,xpansion of P of 
till there is no involuntary unemployment. But the 
coincidence of the two emwes throughout their lengths is in < • 

The tsvo approaches can be more clearly contrasted wi j ® 
help of Fig. 29.2. Say’s law asirmts that investment outlay ^ / 

stand at such a level that full employment is achieved, ih e 
however, no reason to believe that it will be so. " of 

determined by profit expectations from investment and ^ 
interest.’ It docs not in any significant manner depena i 
national income. Increase in employment (and income) may , 
by itself lead to an increase in investment. If investment 
increase appropriately, incicasc in employment cannot mai 

itself. It will reduce itself to a level at which D„=Z—^s- 


Defect in the Pigovian formula can also now be exposed. 

Tliat formula assumes that N, i.e., employment, can be 
reducing W. This assumption can be criticised on nvo • 

First, taking into account the conditions which obtain je 

today, it is incorrect to assume that wage rates are flexible. 
unionism is strong enough everywhere to resist wage cuts, 
second objection is a more fundamental one. The assuinp 
implies that changes in TV leave T unchanged. But ^ that is 
so. When wages fall, expenditures are reduced and income < 

In other words, with a fall in TV, equilibrium would come ab^u 
a new level of incomes. Employment could then increase only ^ 
increased as a result of substitution of labour for other factore- 
one word, primary determinant of employment is T and not 11 , 
when TV is reduced, T falls as a .esult of which employment is 1 
to decrease rather than increase. 


SArnNG Equals Investment 

Definitions. Since Keyaiesian Economics is that of aggregates} 
the fe-Tri'! saving and investment mean respectively aggregate saving. 


7 Sec below, pp, 387-9, 



INCOUS ASD EMPX-0YM^'**T 

means crcatjon of new assets or nudi 

„p.ul. I„v=.„,cnt w old .n^c,. 

lofnl Im-cstn cnt. Tot instmct, »lic^ » 

inenl good-sccurils . "1““[ ,m«cd ancquil .um 

Oic im cslmcni good 1 he Utter \-nit nai. 
and the two cancel out compl leiy 

s.v.n, » .he ex.™ or 

savins on the part of an mdm^ .nsestmmt. h«s failuro to 

sasms If his snsing is not retch'd 
tp^nd reduces incom'^ of "ther* an 

That ts. thoush he saves ageregatc saving of the 

there mav b= no snsing ht ''^*"*’21 ® onU sn«nRs but aUo 
community, we must uke into account not onl> sn ^ 

dis-sas mgs 

U htm, « so b> defintuon* 


Vnr 


Income 


» 


Value ot the Output 

Consiiniption h Investment, 
( / 


Vv... 

tJt 

Hr-nf* 


In »>ie Osmumpuun 
Inc It te •=> Consumption + Sating 

r - c + i 
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Ihu. WHO save maU ‘‘^’’^jerndTmi thV Wrl of 

Who invest Sitirg nt an) |ps«» ' - 

InvTs.mem, , pVol. 


, in an) I rufi«nt 

...... b ‘i** 'V* i, Vi pfuh caricfim '^1 

miner, ineonv the two sen «’• I’erwems 

frpm ins-ituKUrwid-raTr indrreiden ly rf each 

iv-^^initng msTng and »*ourdit about l^y cIurt,TS 

a W Yet ff^uht) betwren the tw ewptj)UVJ.L 

w incrri-. When investmetiMnor^ rirreasm the eoTm Jitny i 

Ouip-jt end Income tie? ;\ *1“^' . tasing mt 

xX^f. 11- .-r«me tJSCS t€» 11 Cn ■ n 


3uy to nave Ihe income nscs to itch 
" et)ii!i“ilie Increaied insestettent. 


ft CtHTlf Tiwe^.p, ()• 
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The 

, -Y equal, can be ^veD 

/ 1 explained 'with the help oi 

Fig. 29.3. In this dia- 
gram, investment h 
suppose to be completeiv 
independent of income. 

1 1 shots-s the invcstmmt. 
Up to income OQ,, sz\ing 
is negative. As income 
increases beyond OQ,- 
sa\-ing increases at a 
progressive rate. ^Vhen 
income is OiW, sa\’mg 
and investment art 
equal Thus investment 
I raises income to the lev e! 
Fig. 29-3. of OM so that savnng 

comes up to the lev'el PM. 

Difference beliveen planned saving and investment. Though 
saving and actual investment must be equal in any period, plarnn 
saving may differ from planned investment. 'When the communn^ 

pla ns to invest m orc-than it plans to savm. there _ 3 V'xltrEeIaii-tncreas 

of Income . Realised income bein^ highm' than expected, peop. 
may spend more or save more. If they save more, actua l sav^g 
wil l be more and vvill eq ual investmen t. If they spend more, 
vvilfbe left with smaller stocks than they had thought, so that inv est- 
ment comes down to the level of saving. Or, it may be that there is 
some increase in saving and some reduction in investment from tli 
planned levels and the two are equal. Conversely, w hen 
savin g exceeds planned investment, income will fa ll and, by c onscq gSS. 
cten gSTn s avingjind expend iture on consumpti on , an adj ulSneij^ 
will be brought about.^ In any case, income so adjusts saving 3*’“ 
investment thaff thciF realised amounts are equal 

IVIaRGD,%\I. ProEEKSITY to CoKEt*!E 



Aleaning of propensity to consume. We have alrcady^potcd that 
aggregate demand is constituted of expenditure o^,cI msuiiiption 
goods and outlays on im-cstment goods. The chief ^p^icrminant o* 
expenditure on consumption at any given time is income. Tl ic rela gort- 
betv.-ceruh.e two v-ariables is called propensity' to consume.^,. Prgppisil? 

consum'-, therefore, is a schedule of statement dibv-dng~expe nditur ^^. 
p” ^q^uinption at — varioas“lcveS offincoSun TTTc'Tdnowing 
rs a part of aminiagihary' scheduIFdrTro'DeiisIfv'To consume. 


0‘ an imaginary' schedule oTpropensity to consume. 

^’''eaiue wlicn income rijes. beffer tecljaiq«« becom' 
of profits increases wbicb raisiS 



INCOUE ASBEUM-OYMEST 


EYpcnditurc on comutnpuon 
(Rj crorcs) 


.umpuon r.mn,on, ll.rrtforr, >Unt« up <o ll.c r.p» 

Phich UTtpli uiUi i"^''^‘^f,^_unjrtlt»clic.u]inscapil-»lfur(»4<‘un 
1>»« n!raa> iwicl .1.0U f«»” ,„ „^,i,„.„,, ,|,,u;r, 

ObjKtiw riclon m ^ rualpuipty- Thw futcon urr 

m the rate of mterest in<‘ ,,( .,«# In iJir *h ^ run « «< 

m •!«" 

ronwime 
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can be shown algcbralcairy ; 

Or ^ 

^’Ar*A2 

As marginal propensity to consume, is less than unity,— ^ 

the marginal propensity to invest, must be positive. 

The Muetipuer 


Meaning. Mr. R. F. Kalm was the first econon^t 
the concept of multiplier in economic theory. In his article 
Relation of Home Investment To Unemployment*',^® he 
multiplier as a coefficient relafing an increment of primary rnipi<^' 
ment to total employment caused by a given investment. Supp(^> 
for example, the government spends Rs. 1 crore on public woi • 
Som e cmplo>Tne nt is thus created. Tlus b pr^y v' empl oy's!^ 
A part of incoiriib created by this expenditure will be spent b>' tc 
recipients which tsill give rbe to further employment and incom - 
Thb process proceeds on till the “wave” has spent itself. Hence tc- 
total increase in employment b more than the primary^ employincs 
caused by the c.xpenditurc. For instance, if A' is the total 
in cmplovmcnt and A'l the primary crnplovment, tlien^ 

■ 


v.’h^c if b the employment multiplier. 

Keynes replaces the concept by that of an investment multiplier^ 
v/hich b the coefficient relating an increment of investment to totw 
increment of income caused by it. If 2* b the income, the inves-* 
ment, and k the multiplier, Uien; 

T=k.I or, better stiU, l\Y—k. A-^ , 

The same amounts of sales receipts would cause different arnousl^ 
of employment witli different techniques. K and k arc, thexel^h- 
d ifferen t. But on our assumption thatjn the short-run rela^ 
be tween inco me, output and empIoymenriroriiB' of pro pord^ gP^ 
/r'and k wilTBe equal: ' 


' TSfaiim with marginal propensity to consume and save. A new inv«^' 
ment (of say, Rs. 1 crore) by the government v.ill immediately creat® 
mcomes worth the same amount. How much will be the secondary 
increase in incomes, depends upon what proportion of new incomes 
w spent on consumption, i.c., upon the marpnal propensity to consum®- 
Xlie fegher the marginal propensity to consume of thenrimarv incoffi® 
recipients, the more will be the secondary- incomes. ^ Similarly, 


10 ^0-acJcOT.aI, June 1931, p. 173. 



387 


INCOME AVDEMP10''’“ENT 

i^^araftfegatrfe^c m incomes ^viH be mfinilc 

by 


1 + 


+ (ro )■ + («■)• + (i’« 


TT, .1, u l.fr tnadcnllv, Ih's arilliiiicti«l example linnjp 
Tlu! 1! the tniilMphet Inadeniit, ptopensttv to eonsiime is 

out an important fact When ^ .^i vP/lO-WlO and the multiplier 

9)10. margmal piopensitj to 1 ^ ^ 

« 10 Hence imestment muUipUcr w the rrcij 

propcmitv to 8a%e , 

iStjSceate ™',“"‘3’Sim2K!v 

non. for instance, ‘ n^uii,, i,cr cornes to be high 

mde in lucli a manner that S,‘our to aeatc jrcomes^ 

In other is-ords, the ,hmc%%hol>a\e a li^li propcrmi> to_ 

T«^(<U>dd to the incoinrt Ob c ^ ^ imall and Large 

Cfffiswc Othm^ue, mu1 {>t>h about gitcn ilnired 

iSrarm-aits tsill liccome imeettata to bnnq 
results 

It must also lie ra'iher than uliljly or 

avttiucs of inratmeni IS the mol P „,as lie preretteil 

imrnabilily of the iiorks iiodertanen ^ ,„tom^ 

ijian die same in the laiMe 


IsoLCEna'tT 


TO ISVEST 


Invesl immt mcow ^Ergd^g^ cd goodC^t '« 

may tale- the lorm ol mSeasc in U , v,j,p, ^nd tools and cous- 
more important form u minu&ctu determinants Cil" t^^•estmenI, 
tniction of buildings j ,f,- niie of interCJU ^^ehave 

»lraidy_s^iudTedKo’°«^’^*' r;i,fnTenr“^ 

eo^Md^T ihe o he r detcmrm mnt of uiVTstinni 


•la. 


tl V-tat r^tJowi res^dai# ' 


ueBtsI^u boon* 
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M.VRGC.'AL EfficIEKCY OF C-VPITAI. 

Alcrginal fficimc} of a partiadar asset. 'It is better to ■svilb 
marginal cffidencv- of a particular t\-pe of asset to an indiddual. 
It may be defined as the e.xpecled rale of return from an additional unit 
of such an asset. Calculation of this rate of return is interesting. 
Let us suppose that the asset under consideration is a kind of machine 
v.’hichj let us assume for simplicity, has a life of three years. 
Further suppose that the machine is expected to deld returns i?is R 
and JJ3, respectively in three years. Tlie follou-ing points need 
be imderstood, — 

1. i?!, Uj, and /?35 exclude running expenses but include 
depreciation of the machine. 

2. It is not necessary that R^, R. and R^ are eq^ual. In fact 
most probably they -will not be equal. Ordinarily, the returns svill 
diminish progressively because, as time passes, the machine v.'ears out. 
But it is possible that business conditions are expected to improve 
with the passage of time, and, therefore, the especled rettnms increase 
progressively. 

3. is the cost of the asset plus the earning froni 
the asset Earning from tlie asset refers to the rate of interest expected 
to be earned on die investment. If R^, iL, and R^ are discounted 
at this rate, then the sum of the three discounted values will equal the 
cost of the asset. This rate, at which expected fields, or svfaat K-eirtcs 
caUs ‘’prospeedve yields'’, must be discotmted to make the balance 
equal to the cost of the asset, is the marginal efficiencj'^ of this asset. 
In other words, marginal efficiency of a particular type of asset fe 
the exncctedja .te of earning from a marginal unit of that asse t. 

4. CosL of the asset does not m ea n its market value ba t its 

replace ment cosC tHit is. 'the cosT incurrernfa new unit of such an 
asset were produced. 

It mast be now obiious that if maiginal efiicienev' of a particular 
asset exceeds the market rate of interest, the mdividutii under coi-si- 
deration will invest more in that asset till its marginal cffidcncj' equals 
the prevailing rate of interest. " 

Alargiizcl eficlen^ of capilc! in genial, ^larginal eiiicle!^ ' 
o f capita l to die communiti" at any given time ic itie highr^r witcof- 
returnsshich can.bg_earDect fro m an. investment on afrad^riogaT SsSr 
of anv land of aget._ It shows the return from an additional unit ci 
the most remunerative asset. 

As ins’cstmcnt ir any }xirticul?r asset at a given timcincrcases, 
io marginal efficiency' dimmishes on account of two reasons. Firs% 
marc of this asset means more of the product produced bv this ms-t 
and hence, Ac price of the product is apt to faF. Secondly. ^ niute 
01 the asset is produced, the cost of production is^ apt to rhe. 'Thxjs. 
on the one hand, the value nf J. L 
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a particular asset falb^ 

'"ATu^a^malcir.Mcncv conx, of ill .nd,>diul t>TX=or»SCB 
fill, marginal cfiiacncy ^ 
cur%e of capital in « 
genrial will also slant down t 
toveards the right Ins'cst ^ 
inent IS pressed up to the ^ 
j ioint where m arginal ejh o 
c irncy of ca piGi equ"^ x 
the rate of interest z 


in rig jj. 

investment and y axis the w 
marginal cfTicicncy cf ^ 
capital M is the marginal 5 
cfiicicncv curve of capital « 
If the ratcof interest, isOi-. 5 
investment vmH !><“ 

OQ. At a higher nte of 
interest mscstment "'^‘1/ 
l« less, and nre rrrsa 
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Ke,uo wn ilit 

. . olhcT icnm like nia^nil ,hc marginal tcliirri at 

llm IS liecaiwc he snslics to prexpecuve yields 

any time but the cniiicsfr|«*'j ^ precarious Ixisis 

which form the basis of Jal^datetl whidi » important 

on whidi future --j other factors* enter into the 

Not only^nomic, ei^n xalnes rby^theif l«r 

picture Morcovxr, the sfock of mass l»>cIio!oS> 

Stock excliange sallies are detmmn >> conditions play an 

or on the basis of existing ,t mets \iolenily 01 tlw 

important iiart hen some change comes 
v\r\\t of the people 

Tims rsumates about lbs l’‘^^'f,'i.,oJ^*‘i,c"un^cdicSe 
nmltiphats of factors Most of {‘^ reasons that these 

Canges pfosidc siolciil reactions nticmg abotit pha*es 

emmTies nrci n large extent responsible f. f 1 niigu , 

oi’prosp-^ity XI il depression 

lYm RMixsvn o» 

. .. ih<* chief determinant 

faema. «n iiludi 

emp’osmeiu m the short period » dricrruvants of mcoinc 

e**iplo\-menl deiicnd«. sve mu»t imd of the «’'^^rmir- 

■ninio„mgpU,,mpaT.-.»-l.rmat.f .tainf™' »■ 
ants of ircixce 
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econoiuc theory 
Income 


Consumption 


Investment . 


Income 


I 

Propensity to 
consume 


Rate of 
mterest 


Marginal 

efficiency 

of 

Capital . 


r 


r 


Replacement 

cost. 


Prospective 

cdeld 


Money Liquidity 

supply preference 

The three determinants of income obcdously ^^^^l “Sus^Sr 
the rate of interest and margmal cfficicncv' of capital. Let us co 

them one by one. 

Vrobtnsily to consume. If 

incomcJ^Lnsc. But propensityToTdhsumc is jc 

habits of the people and habits arc not easy to change. 
however, one «ay out. Propensi^to jcomimc oCevei^gid^ 

affimetffin o£4iis income- THcTffivcr 

pro^imtf to consume and^^^r TO , H^nce propen^ty 
of the community as a whole can be increased by transforipg 
from jJiejich t o the poor. This can be done by bu g P 
i.e.,'^y taxingdic rich and spending the same to create incomes 
the poor, or even by giving out doles to the poor. 

Marginal ^cuncy of capital. Marginal efficiency of 
depends upon c.xpectations. It is comparatively ^sict to sbaKC u 
confidence of the people than to reinstate it. For mst^ce, ^ 
chosen taxation policies the government may succeed m a'am s 
the people. But if the purpose be to revive optimism and laim 
the future, the task is hard, if not impossible. 

Rale of interest. Hence, in periods of depression, rate of 
appears to be the best front to attack. Of course, hq uidity pmi ^p 
depends on psycholog ical factors, but quantitv._of 
the oiTF'Tic'fi^v be-increase3~sot hat~tHe rate of interss T tails and jn — 
inv<gtinMir^jcGts_proTTiisejoJbe_profitabl£. We _have 7 ~Rowev , 
fouird~itrChapter XXVIIthat interest rate policy is ‘ i 

friend. When the malady is desperate, i.e., when depression has s 
employment to very low levels and the gloom is deep, manipulatio 
■ • the rate of interest may prove ineffective. 

The ^eclive method. The government can directly 
i ■ ’<■ ■ i,. It is in a position to increase both consumption as weu 

•vestment. And in the case of the latter, the government need n ^ 
-her about the prospective yield. It can spend or invest in f ^ 

> that the multiplier effect is high. By giving doles or jobs 



31)1 

INCOME AMD EllM-OYMtNT 

fhc unemployed and by handing it can create 

requirements of even necessities are n ^i. ..hose propensity to 
or\ncreasc incomes of su^ Stoups of P ^ 

consume is the highest Of l^vay the pnvate agenaes 

ofimcstmcnt m that it does not Xivate i nvTstmcnt may 

SoLU7^f^fofd“'Sr~n 

pefldiTtlfe on consumer ,„jnptJon According to them, 

explanation for depression m «nd _^,ng employment except by 

then, there IS no other met^d of n^cos^^^^ He holds m 

macasmg consumption ,»i,i fads to jeahsc that employment 

a,, fat pbett, th,. “‘,“«„ent ft Ity.nae^.rS 

can be increased asmudiT^ “^ffVmnressed by ‘ the great social 
consumption of capital until it 

advantages of increasing the to tackle the problem 

scarce" » Keynes, ihcrcrore. 

from both Tfonts simuhancou ly _,ty consume l^d, ne 
eiroTts must be madejfl. iil^’.^jf - ^icie s proiwr!«o^°S*’’"" 
adds, that there iTTooin for «»tli pon«« 
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PUBLIC FINANCE 


Introductory 


Meaning and imporlance. The term “Public Finance" has bcca 

vaiiously defined. Armitage Smith has defined it as an m\ -r 

into the’naturc^nd prindplcs of State expenditure and State r ^ 

Dalton prefers the phrase “public authorities” to tlic word • 

Public authorities include all kinds of goicrnments, 
council or municipal committee up to national government. , - j,. 
goes one step further and includes the question of financial a 
tration and control also in it. 


Of course public finance is a vast and expanding sacnce an 
in it matters pf interest for the students of both^Econormes as v • 
Political Science. ^Ve as students of Economics need not 
om selves \\ith financial administration and control. We ran 
our attention exclusively to the question of raising and “ 

icvcnue, and effecting adjustment between revenue and expen 

There arc four broad somces of revenue^ of a 
commercial undertakings, taxes, loans, and printing of notes._ , 
and taxes may be raised in the form of goods and services, oimi > ? 
expenditure may take the form of using commodities and ijj-c 

secured. But such thin^ rarely happen todaj. Almost me e 
revenue of a modem State arises in the form of money, 
shall take into accoimt only money-revenue and money-expen i 
of public authorities. 

Activities of the State have gone on increasing ever 
governments came into existence. From a piotector of the ci 
against internal disorder and external aggression, the State has 
today an organisation to look after and promote the y^^^are o ^ 
community. In its earliest stages its only duty ssris policing. Toda) 
.spends on all those items for uhich indhaduals are either umwlimg ^ 
unable to spend. Indhiduals, as a rule, are not prepared to 
on lighthouses, museums, roads, etc. And few have resources cno 
to proride themselves defence, canals or railrrays. Tire Sta ^ 
undertaken to provide what are called social capital and ext _ 
economics. Conversion of a police State into a welfare State mvo 
ejqpansion of its activities, and of expenditure as r\ell hjic 

'\ith extension in the i-ange of activities of public authorities, pu 
‘nance has become a subject of great importance. 

-Usumplions. A student of the science of public finance 
- t Content with just enumerating and classifying the rarious j 
revenue and heads oC expenditure of the S'tate. He mustattcmi 
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Contrast. 1. The income of an individual (apart from 
and charities, if any) arises from the sale of services — ^personal service 
or the services of his propert\'. The Smte is also a seller of goods ana 
services, but these constitute a minor source of its revenue. Its 
main source of revenue, in ordinary times, is taxes. Taxes have 
no counterpart in the incomes of individuals. 

2. An indHidual can augment his spendable resources from hu 
■sa\ings or by borrowing. Both these methods are open to a public 
authont^'. But the latter can borrow from inside the country or 
from outside : it can raise an internal or an external loan. An individual 
on the other hand, cannot borrow from himself.. In his case an 
internal loan has no meaning. Onlv external borrowing is possible 
Moreover, a government is in a potition to augment its resources 
by printing notes. Of course, this method is, in the modem times, 
-open to the central government onl\. 

3. An individual so distributes his income among the \anous 
items of c.\pcnditiire that he gets maximum utility. The objective 
-of a public authority is also maximum utility but the relevant concept 
in its case is social utility^ The individual has to judge things fo’' 
himself the finance minister has to estimate the utility of 
-expenditure to others. 

4. An individual is interested m maximising his otm income 
-only. A wage earner, for instance, is interested in bargaining for the 
highest wage rate, unconcerned about how it affects the employer. 
.A finance minister, on the other hand, must consider the effect on 
the people of the methods by which he raises revenue. He will choose 
those methods which cause the least burden. 

_ 5. An individual prelers present satisfactions to future satb- 
'lactions. The extent to which he thuc discounts the future, depend' 
upon his habits, his expectations and the like. But every- indvidual 
does put some premium on ready delivery in comparison to aprombe 
•of future delivery. State is a continuous entitv-. Individuals die," 
a people do not. .A finance minister, therefore. do« not, or should not. 
discount the future. He has to Juxtapose future requirements v<itt! 
present requirements on an equal level to decide how he would di'po^ 
■of the State revenue. 


6. Balancing the budget’* is a virtue neither for the individual 
nor for a public authority. Discretion demands that an individual 
'avCT a part of his income to provide for rainv- days and old age as well a' 
to incrtasc his resources and enhance his income. A good budget 
»-n inumdual is a surplus budget. Discretion demands of a 

hand, tliat it produces a surplus budget 
accord-ng as the one or the other is appropriate tn 

it buftty,.!.' ^ budgets are advisable in periods of Ixiom an' 
sn.dEei.' ,n penyxlc of (iy^presdon. 
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countn,'. Such a statement is considered nccessarj- to enable the- 
Icgislators to judge the merits of the budget. It is vdtli reference to- 
the prevalent conditions that the various provisions of the budgetare 
to be evaluated. There arc, however, some general functions which 
Inidgets — or public finance as such — are expected to perform. 
These are as foilous; — 

1 . Reduclion of inequalUies. Revenue collection from the pubho 
implies diversion of purchasing pov.er from the people to the State. 
Expenditure, on the other hand, increases their incomes bv creating 
incomc-5. by giving grants like scholarships, imcmplojTnent benefits, 
etc., and Isy maldng available fadlities of defence, education, roads, 
etc., etc. Thus operations, to which budgets give rise, bring about 
transfers of benefits from some jjeople to some other p>eop!c. ObviouslvV 
these transfers can be so regulated as to reduce the spending povyer of 
the richer sections of the community and to make benefits available 
to the poorer sections. Budnetiag b. therefore, a powerful instrument 
for reducing inequalities of incomes and opportunities. 

2. lisgidalion of trade and productiov. Taxes, when levied on tne 
production and use of commodities, tend to raise their costs and 
prices and hence reduce their output and demand. Production of 
harmfui commodities can thus be reduced. On the other hand, 
resources can be directed towards producing such goods and services 
which arc necessary for social stabiUtv' and general economic advance- 
ment bur the production of which would not be undertaken hy 
individuals. Items like defence and roads possess high soda! utility 
but their production does not promise much profit to the producer 
himself. A budget has to be judged also by the provision it mak® 
for produdng assets of high social utilitv-. 

3. Encouragcmird of saving and invesimenl. Budgets can be 
*"0 liramcd as to induce pcopU to save a.io uivest. 'W'hcn these- 
parts of income which arc saveo ace. invested, are exempted from 
taxes, it constitutes an i-’ceadve for the people .o save and invest more- 
For instance, in India peopk get rebate from income-tax in respect 
of those parts of their incomes which they pay as insurance premia o’" 
which thev" contribute towards their provioent funds. Similar 
concession is given to corporations on that part of their piofiiS' 
■vhich are ploughed back, i.e.. which are invested in business by the 
corporations. 

4. Jmp!eir.:!’laiwn of basic economic palicics. Tiic most important 
economic funedon of budgets is to serve as i<istruments in the ^ple- 
mentation of basic economic polidcs. For i.»stance. in a period oi 
depression budgets must lx so framed that expenditures increase 
rmd create incomes for those secdons whose propensity to 
yonsume b high. Similarly, in periods of boom, expenditures tnust 

'■pendiug capacity of the people curbed. In those countries, 
v.hich have taken to a policy of planned economic development, 

" '“"’^Sctlng b esendal to erssure implemcntadon of the plans. 

j yy taxesand suVidics it b jiossible to *divcrT resources from some- 
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uses to olhci uses ts planned If, for example, the country 13 short 
•of food, land may be di\crtetl from less important uses to the pro 
duction of food by appropmie taxation ami expenditure policies 
Lastly, if cei tain industries arc to be protected from lorci^ compcutioii, 
It is lor the budget to impose protcrtivc duties on the impoit of such' 
goods 

Ihm, %\e find that budgets can be lielpfu) in the achievement 
of short run as v\c]l as long run ob|LCii\csof economic policy Short* 
Tiin objectives demand of the budgets to be anti cychcal in tlicir 
impact Long run objectives demand that they subserve to encourage- 
ment of saving and investment, to aiding planned development, and 
to reduang inequalities of incomes and opportunities 

I’RISCIPtX OF I'lFT AcOReCATE WELFARE® 

Principle of substitution pervades ibe whole field of economic 
-achvit) Public finance is no exception It is this principle which 
provides a good guide to the finance mintstcr, both m respect of taxation 
and expenditure, as well as ndjustment bcuveen the two 

Baste pnaetple of enpniditme The aim of public expenditure 
IS (or should be ) similar to the aim of priviic expenditure, tts, 
maximisation of totxl utility Expenditures has to be so distnbuted 
among the various ficads that margiml social mihty is equalised 
Tor, if margiml uuhtv at my two points is unequal, total utility can 
be increased by shifting some amount of expenditure from those points 
where inarginal utility is less to those wlicre it is more \Vhcii 
marmnal utility is the samem ill items of expenditure, any disturbance 
Would reduce total unlit) Thus, the )>asic principle is similar lo the 
principle of equi marginal utility, and may l>c called the pnnaple 
of maximum soail utility 

Every Item of expenditure brings some collective IjcneCt as well as 
benefit to some individuals Collective benefit oiiy l>c more pro- 
minent <n some cases while individual benefit predominates in others 
Tor instance, the former pmlominatts m defence expenditure while 
the latter predominates m unemployment relief ft iv lioth ihc 
advantages, individual as well as collective wliidi together comiHutf 
■social utility or social advantage It is the composite of individual 
■and collective benefits which has to be maximised 

Moreover, as has already been pointed out a jmop’e are a 
continuing entity Individuafs arc not certain of thcir future, a 
people arc, A statesman is as much a custodian of the mlir«t rf 
pi^tcnty as of the present gcncmiion Social advartage, theicfore, 
refers both lo immediate as well as ultimate results of in expenditure 

l>alton enumerates three tols of social nuhty "* T ii^t is the 
PWsmntion of the conimunitj Defence against external a^-gtcwion 
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and protection against internal disorders arc, beyond any doubt, the- 
foremost duties of every' government. Second test is the incrc^c m 
productive powers, or efficiency as well as improvement, in the 
organisation of production so that wastage tlirough unemployi^t 
or undcr-employment of men and resources is the minimum.^ Th^ 
third is reduction in distributive inequalities. These tests, it viu 
be noted, are in line with the criteria of value judgment which wc laid 
dotvn in the first chapter. 

Basic principle of taxaiicn. Since the marginal utility of inoney 
to an indbidual increases as the sum left with him diminishes,. 
marginal sacrifice resulting from taxation increases as the amount 
collected increases. In other w'ords, in matters of taxation the 
law of diminisliing marginal utility becomes the law of increasing 
marginal sacrifice. 

Analogous to the principle of maximum utility wc have here 
the principle of minimum sacrifice. If a given sum of money is to be 
raised from the people in the form of taxes, then the amount should be 
so dbtributed that marginal sacrifice is equal in all case. Just as on 
the basis of the law of diminishing marginal utility wc can show 
that when marginal utility in difibrent uses is equal, total utility is 
maximum, quite similarly, on the basis of the law of increasing marginal 
saaifice, we can demonstrate that when marginal sacrifice in different 
cases is equal, total sacrifice is minimum. 

For instance, suppose there arc two persons A and B, and the 
taxes imposed are such that maiginal sacrifice of A is gi eater than that 
of B. Obviously then the aggregate sacrifice can be reduced by so- 
changing the tax structure that the amount of tax paid by B incrc^cs 
and in the case of A it dccrf'a'^cs. On the other hand, when marg^ :al 
sacrifice is equal in the tvo cases, shifting of tax burden cf, say, one 
rupee from one pcrsoi to the other, vrill reduce the burden upon the 
former by marginal sacrifice and the increase of burden upon the 
latter wall be greater. Any change tvill, therefore, increase the 
.aggregate sacrifice. 

As marginal utility of money to tlic rich is lower than the sante 
to the poor, equality of marginal sacrifice can be achieved by taxirtg 
the rich more heavily than the poor. In fact, if the amount of revenue 
required to be raised is small, the whole of it may be raised from the 
richer sections. Tlic turn of the poor may not come at all, because 
even when the amount required has been raised from the rich, 
marginal utility of money to them may still be higher than tlic same 
to the poor. 

Thus the principle of taxation leads us to two other conclusions. 
First, the richer sections of the community are to be taxed, more 
1,^0 than the poorer sections. That is, the rate of taxation (per- 
mcorne collected as tax) should be higher for higher incomes 
lower incomes. Such a system is called progressive 
e o. icr conclusion is tliat it is not necessary that alt 
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marginal benefit, OM represents the optimum of public finance. 
By taxing and spending this amount the State will cause a maximum 
net increase in economic welfare of the community. An amount 
smallci or larger will cause a less increase in economic wcifaic than 
the maximum pos<:ibic. Tliis is the ail-pcr\'a,sivc principle of substitu- 
tion as applied to public finance. 

Dtjfacnce from (he cast of indivulital. Thcic arc two veiy important 
points oi difference between the role of the principle of substitution in 
the field of public finance and m the field of individual finance. 
First, the individual’s equalisauon of marginal utility in vnirious itenw 
of expenditure is instinctive, that of finance minister is to be dclibCTa.te. 
To act in a manner which maximises his total utility, an individual^ 
need not hav'e any knowledge of the concept of marginal utility or oi 
the principle of substitution. Tlie finance minister must hav'c a 
clear grasp of them if he Ls to maximise social welfare. In other 
words, the principle of substitution is in one case an analytical 
statement of what happens and in the other ease it states what 
•ought to be done. In the former ease it is a generalisation lesulting 
from a positive study; in tJic latter it is a norm laid down for the 
guidance of the finance minister. 

The other point has already been raised in Chapter II. _ 
principle of equi-marginal utility is based upon the law of diminishing 
utility. The principle of equi-marginal sacrifice and of maximum 
social benefit arc also based upon the same law. But it is incorrect 
to invoke the sanction of the law of diminisliing utility in the field of 
public finance because that involves inter-personal comparisons of 
utility'. The law' of diminishing utility' is incompetent to give such a 
sanction. If appeal is made to social justice, that would be a different 
matter. 


Difficulties of implcmentalion. It is much easier to lay' down _ a 
principle of public finance than to practise it. Many difficulties arise 
some of which arc foi midablc. 


1. Burden of taxation u a composite qiianlily. In assessing the 
burden of taxes, two steps of aggi-cgation arc involved. In the 
first place there arc many effects of taxation. Some taxes lead to a 
cut in consumption, otliers to a cut in sav'ing. The former reduce 
efficiency, tlic latter reduce investment. Also, taxation changes 
distribution of wealth. There is no method by which tlicse effects 
can be added up. 


Secondly, burden of taxes falls on different persons. Can wC 
add up these burdens? As we know, the marginal utility' of money to 
•diffcicnt persons is different. Hence adding up their money burdens 
would be as meaningless as adding up the temperatures of different 
Kind of ihcrmometeis. 


2. Bmejil of expendtluie is a 
like the burden of taxation. 


composite quaulitj. Benefit ofcxitcndi- 
is a composite quantity'. Expenditure 
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may residt. Even 00^0 ^ g^iancc 
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^4‘fhTS-SSSgr„c.n.e; foe people ™.h ,.3gh peopenn.r 
to spend. _ ^ 

2 Efrids of Ih datrsion of resources. As public finance imph^ 

tiansfere of purchasing poy.-er fi-om some people to some oth^ 
it also involves transfer of resources from some uses to oJicr 
Such transfers nia> have favourable or unfavourable efiects on produ 
tion or distribution of wealth. 

Favourable effects on production of wealth may be produ^ 
bv increasing the productive efficiency of the people and by mcreasm^ 
orop'-nsitv to consume. Expenditure on items like education, heai^ 
housing, increases individual efficiency and eqjenditure on roam, 
'^A ese. innreases ceneralcffidencv of the ccoKOiri 



sv^iem. oiiiiiicit.,, c- — t-.'j . 

open, new avenues of employment increase marginal propcnsip ^ ^ 
co^amc. As e.xpenditure is mostly direct'd towards bcneiiary 
the poorer sections, it increases Imth cfficimcv- as well as peopennw 
to consume. 

Public expenditure generally reduces inequalities of inconrs.- 
■ Inequabtif-s have generally lx«n recognised as conducive to sav't-f; 
R.'xiuction in inequalities is. thcrTforc, liLcIj to reduce saving and t.ius 
adve-srij. affret production. Similarly reckless and ^ unplam^y 
spending hr government E hkcly to increase risks of business. Triis 
again is unfavourable to increase in production and cmpIojTncnt. 
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A reduction m mtquaiiuis ts now an accepted function of pubbe 
finance Public spendu-g plays its role in ti.is direcuon IkncfiU 
to mdmdua's like ficc t.ducauon, soaal insurance, stipends, 
unemployTOeni benefits, are dcsij^ntd to benefit the pooitr sccnoris 
of the society Similarly, clcaauncss services, water supply, etc , 
are as much available to the poor as to the nch If sucu airanf'e* 
inents arc not made by the public authorities, poor people would 
be greater sulTcrcrs Thus, while tax collccuon can help m 
reduction of incquaUucs by approacliing the rich, public expenditure 
performs the same funcuoii by brnLiituig the poor 

Incidence of Taxes 

ATeamng ef incidetict Persons, from whom a tax is coUccicd 
by the taxing authority, are said to beai tJie impact of the tax Such 
perjoni may, how ct or, pass on the money burden to otiiers T7ic process 
of passing on the money burden ol a tax is called ‘shifting”, and tlie 
Persons, towhoir the burden is passed on, ate said to bear Uic madence 
Ifthere« no shifting ofa tax, its impact and incidence fall on the 
>3tnc persons Such a tax is called a direct tax 

Incidence of a tax refers to direct money burden It should 
be distinguished from direct ml burden which means burden of the 
in terms of'odhty reprejenicd by lax money paid Obs lously, 

* given tax money pud by t nch min means i less direct real burden 
iHatt if « IS pud by a poor roan Similarly, direct money burden is 
didercnt from indirect money or real burden Indirrei money 
burden refers to money lost over and alwve the tax money For 
instance, when a tax is collected from the producers of a commodity , 
'hf^ attempt to shift the burden to tlic buyers But some time cUpses 
between the collection of money by the nxmg authority from tlie 

K ucer and the latter recovering u (or i p-irt otn) rroni ibc Imyrrs. 

nwhile the producer loses interest This « indirect money 
burden Indirect real burden refers so the loss of w-clfire resulting 
fforn reduction in the consump ion of die commodity 

Thus incidence oft rax isonly oneoftheefrcCisora tax There 
«re other ejects like the indirect money burden and indirect ml 
burden Even m respect of direct burden, direct real burden it 
tnore significant than direct money burden \et, the qursUon 
ofmadence has lU owu importance Tax authorities ought lo knoiv 
from whose pockeu die lax is b tng paid \Viihout such a knowledge 
dicy cannot implement Ihe pnnoplc of pub'ic finance 

httdenti ejen indiuct tax Tlie incidence ofa nx can lie shifted 
only througii the process of cxchan^ the sefim of the taxed 
^modity endeavour to stufl the burden by raising tlie price of 
“C commodity “nic incidmce » said to have been »1 ified to 
die Imyers to ihe extent tliat ll e price nm The exirm of rue m 
Pnee UTiradt upon the elotcades of demand for and supply of the 
comaiodity 
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In Fi''- 30.2 DD and SS are r^pectively the demand and 
° supply cur\’es of the com- 

modit\'. PM is the price. 
After the imposition of the 
tax, the price has risen to 
QT. But, vhile the buyers 
pay a price of QX 
unit, the sellers receh'e 
only ST per unit. Tne 
balance QX is the tax 
unit and is intercepted by 
the government. 

For sellers, the price has 
fallen from RT to ST. RSj 
therefore, represents inci- 
dence on the sellers. - or 
buyers, the price has risen 
from RT to QT . QR ^ 
Fig. 30-2 thus the incidence on the 

buyers. That the ratio of these tivo burdens, i.c., RSJQR, depea 
on elasticities of demand and supply can be shotvn as under: 



E’astidty' of D“mand MTjOT , ^^TIOT RR_ 

Eiasucity ol Supply QRjPM * QR 

The higher the elasticity of demand and the lotver the eteddty of 
supply, the less will be the burden on buyers and tlic more win 1^ tae 
burden on sellers. If demand is inelastic, or supply is perieCT y 
elasdc, the whole burden of the tax falls on the buyers. On the otne 
hand, if demand is perfectly' elasdc, cr supply' is inelastic, the tax is 
wholly paid by the sellers. 


It is immaterial whether the tax money is initially' collected 
the sellers or the buyers. If it is collected from the sellers, 
attempt to pass on die burden to the buyers, and irice versa. _ _Bu 
how far a group succeeds in shifting the tax depends on condition? 
of demand and supply. These conditions being given, inddcncc ^ 
divided between the two in accordance with elasticities of demand 
and supply. 

Taxes on income and property' are generally' considered to bo 
direct taxes. But diere are fevr taxes which are not shifted at all. 
Take, for instance, earning of income, which can bevictved as scliing 
of work or sacrifice of leisure. A tax on income discriminates against 
work. How much leisure would replace work, depends, on the ono 
hand, on marginal utilities of work and leisure, and, on the other, ^ 
tiic rates and progression of tax. There is thus an exchange mvoivw 
and the shifting oi tax is possible. Similarly, when property is laxcCg 
’^he incidence gets divided between participants in exchanges t 
’> ’ construction or lease of yiroperty gives rise. 
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Other E»Ecn ot 1 axes 

u onlj one of the effects of n tax Wiat sve shouia re y ^ 

n-^eiratc effect of a tax on the f ‘‘‘"./““Se of effects 

alrcadv nouced that tlic total burden . r „pj,ith This com- 

on consumption, production and dutri individuals, 

posuc IS difficult to measure, more so because m^y 
ivho arc not equally rich or poor ‘^tx^ not only 

more facts to add to the confmion , welfare Sccond’y» 

sdvetsc cCTccu hut tlso wttK etleco 1”°“ ,i,„ugli the 

taxes mve rise to exchanges wluch eommunity as a 

community Lastly, a tax may ^ be unvickome 
whole if the sum collected >s sp^t on y compare the 

Jt. „ tpc;, m onuthet ^ 

^ctuTCS of two be .macincd and %vill in many 

Obviously, one of the ^cturcs has to be p system i* 

details be imaginary Tl.e composite effect of a tax or a a y 

difficult to ascertain We may, houever, enumerate tnc pos 
fiffects of some taxes , ed 

1. Aux<.uacomm„d..ymuy^ 

on ICS production, import, sale or purc h^ ^ . elasticities of 

between the sellers and huyers. m ^‘"astic the 

demand and supply Unless the supply o There vrill be a 

fiuanuiy produced and consumed svill be ^ 

loss ofcomumec-s surplus or » :rLffLh,on Io» of 

The tax itself may throw the ^ hand tlie tax 

consumer’s surplus will be laiw If, on j. 

mcreases the “display value of the commodus loss ot con 
surplus \»i]l be small j. 

Demand for the related i,oo&i abo ai‘nmout^"nd!th^fore, 

complements, thereisarcductionmdcmand P • rnatenals 

llicre is a loss in consumer’s whicirthe taxed commodity 

of the taxed commodity and gwds j j ence consumers 

*s a raw material Demand for and producers 

surplas denved from them increases thrive citiplovcd m tJie 
rmploycd in the production of substitutes gam, those empioy 
production of other related goods lose 

laxes ICMcd on the production, ^ are 

fall on the peopl with higlicr ,v, noor alike, and the 

n-gtessive liecaiise they fall on the nch and P revenue, 

poor has e less capacity to pay Outlay taxes, o y commodities 

have to he imposetl on commodities of wi necessari^ are 

are no other than necessaries But i ._css, and hence 

accompanied by taxis on luxunes, ,^„Qn may be reduced 

'hr intensity of their adverse effect on dtstn > 

2 T„„o„„co„„ 

fk>ncr>isions arc allowed in respect of memb 
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are, therefore, conducive to 

important merit v.'hich is claimed for taxes on incomes, 
otlier direct taxes. _ _ , -n 

Efficiency’ of the people depends upon ability to wor . 
to ^^'ork. Ability to v.’ork is not_ materially , Lm 

incomes. For, incomes of certain level are exemp ^ ^ 

taxes and such exemption hmits are generally fixed at su h 
is contid ’red necessary for maintenance of efficiency. . , ygjj, 
is of course affected adversely, espeaally if tax-mtes ^ 
of incomes are heas-y’. It stays people from undertakmg rx -y ^ yjj,g 

Two facts arc, however, important m this «T^P«'^':^/%’Jdin^thein. 
individuals tak- prid- in ownmg large bmincs^ and 

SecondK’, the “pinch” of the tax is reduced wth has 

A new 'tR-i, o- an Lncreasein its rate, pinches mwe than "hen 
become old. Nevertheless, very high rates of _ °^es. 

■courage many bosinessmen from extending the size o i 

It is said that capacity’ of the community to save ri 
taxes on incomes, because proceeds of such tax« are after all 
thus made available to the people. But in so far as taxes on 
and consequent exp"nditure. transfer incomes from tim nc to E , 
thev do reduce tlie community’’s capacity to save. In many co 
rebates are allowed in respect of savings. Such provnsi ^ 

encouraging to saving. _ 

3. D^ath Julies. Of the other direct taxes, we may h^^hy 
tier death duties or estate duties. These are said to m uen 
duction adversely through their effect on sa.s-mgs. It is ^Ueg^ • 
svhen a person knov.'s that a substantial portion of what he sa\ 
go to sweU the coffers of the State, his inclination to save— ^d, ‘ 

his inclination to v.’ork hard and earn more — declines, dh^ is co 
in the case of the rich, especially when the rates of d^th n 
upper slalis are high. Small inheritance arc not taxed. i lor > 

-even though a person's sarings are taxed after his d<^th. he ^ 

them whenever he desires or requires to do so in his life-tnne. xi 
will to save is not much affected by death duties, except m c 
of a few with large incomes when the tax is very’ steep. 


Deficit Finance 


Meaning. 'SS’hen there is a deficit in the budget, i.r- " ‘ 

expenditure exceeds revenue, the difference is financed either Iroin^ ^ 
past balances or by’ printing of more notes. Broadiv 
whichever of the tv,o methods is employed, it is a c^eof deficit nna ^ 
But in recent days the term has come to be associated v. ith 
the deficit by printing of more notes. Deficit finance on any’ 
cale becomes essential when large sums are required for 
war or planned development. Tlie government may resort 
a period* of depression also, v.’hen raising of prices, incomes, 
basing power of the people is so desirable. 
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PUDUC Ff4X>.CB 

Sd. Ser dmmaS over ^ rLwc mdl™! by 

„ V»S by .,xnt,on -'>' 'X'Sm™ “po™r .o .iscir».ho« 
>vh\ch the Rovenunent can ,hc ,,\th of least rcsisun« 

‘touching /' 

because there « no « a forced loan It » 

people ln\T described d ^ i^nuc ,t involves no repayment 
10 d-senbe it as a . -evolves no cost of collection. 

And It IS a kind of tax whicl dmstrs 

nm-rtts Tlie dunerii generally "‘J.'S 

which It carries in its '*"”"' „ sizable scale, it is ““'^“,,ncc, 

once deficit fmanemg “ Vicau^rtt is the path of ^\nd 

n,„crorc, S-S 

;r:„‘s:s 'S‘ ■ 

fl ght of capital-all jo n hands lo p 

I, may b- -aid that 

anprices, IS stiinulaiinR to p j, j j^jon °'„,i,,cnon Iot^» 

tSSK 

again „ hid taxatiot'* 

Dene 

As we know, all pf‘“^ Lig m fixed ‘"'^"1”, md wage 

nse more rapidly . Hiumg the 1*-’*'^'^ inequalities m 

lac m svaees is proverbial i»n‘ ^ icccntuates incqi 
^arnm ha®d, is the poo' P<»'" 

incomt, railm!: the tirh tidier 

P„,ue DMT ^ ^ 

rrod«rlit< and »"/’™*‘';“^i',rf,fS” "he" “' '’“'si'SadT 
m-ihod of meeting capital ^ f„ni tax v.ere used 

“2.“rSS« "t -he eedeeve 


ac 
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on the other hand, does not result in any tlierefore interest on 

it must be met out of general revenues. 

Internal and external debt. Glassification of public debt into 
internal and external debt is of great significance. Interna e 
are loans raised vitliin the country -while external debts are tno^e 
raised in foreign countries. Pa\Tncnt of interest and prmcipa i 
internal loans is a case of transfers of purchasing power wiUnn ine 
countrx. It. therefore, means only a redbtribution of resource^ 
Pas-ment of interest and principal of external debts ins'olves an e-xporr 
of purchasing power. It is, therefore, a drain on the nadonal^mcom^ 
during the periods of payment. An internal loan, thus, only bin ^ 
some revenue of the government for some years. An e.xtemal lo^ 
causes, in addition, a paj-ment out of goods and services every yc<s- 
Some people have attempted to measure the burden of public 
debt by the ratio which this debt bears to the annual national ’ 

Such a measure has \cry little significance. The burden of the e 
can significantly be measured in two wa\s. First, we may' 
the ratio whicK it bears to public revenue. For instance, if pub 
debt bears to the annual public revenue, a ratio of 20: 1, thcnive know^ 
that if 25 per cent of the rei'enuc is directed torvards repayment oi 
debt, it will take eighty y cars to pay it off completely^ This is, of cot^c, 
on the assumption that public revenue remains tire same through mese 
long y ears. Another significant index is the ratio of external debt to 
national dividend. Such an index -would give an idea of how 
it would take to pay off the external debt if a given drain is ^ 
on the national dividend every year. For c-xample, if external de 
bears to national dividend a ratio of 2 :5. then, exporting 5 per tfu 
of tlic national dividend for this purpose every year, it will take eign 
yearn to clear off the foreign obligation. 

Postponing the burden to posUtilj, Periods of war and plautung 
arc periods of hcaiy government e-spenditure. If war is won or i 
plans are carried to their successful conclusion, benefits accrue no 
only to the present generation but also to posterity'. It is, thcrrforc. 
rightly argued that burdens of such heavy expenditures shouln a 
least partly' be borne by' posterity. It is said that this can be achiecc 
by financing parts of such expenditures by' loans. 



let us take tlie case of a 

G. 





and let us assume, foi* 
convenience of argu- 
ment, that the cc<^ 
nomy' is divided 
into two sectors, the 
war sector and the 
civilian sector. Ai'O 
assume that all 
goods which enter 
the war sector, are 
destroved- In 
30.3,ci'rcle repre- 
sents goods auu 



scmccs av-aiUblc in Uw ,^VimirJ\'rnrrmon m a 

fultiiT yrir (>Tar II) Iv i< . oj,l of G* m I not Cj 

«ar Ke problem is Unt I o, nnd onlv v 1< f' 

If animn-nUloan wHontrtl V ’T^ r,r II H i< p-nd by the futnrt 
for thr cnilim sector my *’' i,,.." ',hron Hi. <l foursr, the gosern- 
generation to that \crN t?"” wnr t I’e "'nd dim 

b r.u,c. 

to tte cxlcl or W e,.,.,o from onwdo ^ „„ „cl<,r 

ntcK-m gmerotioi. iKcooin O ^ „ w is psulow 

Sid G IS loft ,Mll. tlir IIS. .an =r«“f Thn lio.Jn 

G. W, 11 , C, rrmains tor thi j,„rnUoo of tins 

hi benn sbiflrd ... P<«>'n'' ^ a pm s 

counlri hM rccni.rd goods ^ , e5unt.> "dl P»' 

isncounm Tlr lu urr Ki neriimn ol «« the fweign 

hiturc generation of the „acln J «bw pencrMion from 

countrj , thus, good' niti ‘ 

this purpose , lA>.ins do not produce an' 

like taxes A goN'emiTien ujjuintion m the country .Reduce 

sS',Jr?n:sSsr„\ 

proportions of loins come .nscstment they 

Lt\n consumption and are used foitap^ to 

an important role in capita , depression md ir 1 

dishoardings of money m 

increase consumption, rcco'-crv may Icau 

Drmrn/r 1 he mim d.mcnUy «b,nU loajts , db 

the revenue to he determined ^ihr loans 

of uar and planning, "hen h«^ _jj ^ gj^p betueen ex^ 

firlhcomingmsurnaent q*«7*“y j ,he Totiire re'^nucs of t ie 

and taxation hlorcosTr, of 

go/mimcm and thus introdi „,p_,| they cause in fu 
budgets And if the *0’”* burdensome, cspea-dly i P 

on the national income which aie j cli'-e purposes 

orsudi loins ha'c been silent for non prorli.c t 
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IXTER-RCGIOXAL TR.-\DE 

The Classical Coxcept — ^Ixterxatioxal Trade 

In>-Tnal trnd’ and Inf-rnational trad'. C’a“:ncal economists li^c 
Rica’-do and Mill considered intemadonal trade and intema! tmae 
as tv.*o ditT treat sptcies of tradx Thes' defined international trade ^ 
trad* b’.t-.v'en p'op! s living in diffTcnt countries in contradistinction 
to int'rpa! trad* wliich is trade betvreen people living in the Eanx 
-cojnt*“j*. Tne distinction obviously rests on the basis of 
bound ids in that, whUe international trade crosses the pohtira! 
fron"i*rs of a country, internal trade does not. Hashng thus dirap* 
gaishxi between the two, the\ advanced a separate theory' to esptotJ 
the exis'e-i-;; and direction of international trade. It is knoivn as the 
theors' of comparative costs. Fonnidation of a new theory bcconies 
necessary* if international trade differs J'undam'nlallj from interna! 
trade. L’t us sec in uhat respects they resemble or differ, 

Risemblanci. It was rcafised by the classical economists that 
international trade resembles internal trade in some respects. 1^^ 
the latter, it implies exchange ot goods and services. In both the 
kinos of trade, money may* serve as a go-between, but idtimately ah 
transactions boil down to exchange of goods for goods, of services for 
■services, or of goods for services. S'*condIy. as in internal trade, so 
in international trade the parties involved are the people. Of course, 
governments also purchase from and sell to other governments. 
Moreov er. trade treaties are concluded betw een governments, sometimes 
promi“:ing to import or export specified amounts of specified goods 
But wnen governments sign such trade treaties, they, in most cases, 
promise only to facihtate or encourage the specified imports or exports: 
they do not undertake to import or export themselves. That does 
not mean that governments never export or import. Every gov ern- 
ment does import many of its own requirements. In this capacity', 
a government is, however, only one of the dealers. International 
is not a trade between countries nor one between nations; n smau 
part of It is between governments, but most of it is between thepecpl®’ 
Lastly, international trade, like internal trade, is constituted pf 
v'oluntary transactions. Tlie government mav prohibit trade m 
certam goods or it may impose (or increase or reduce) restrictions, 
but it does not compel dealers to purchase any given good:. 
People purchase foreign goods only when they desire to do so. 

DiJTerences. None couM cv*er seriously claim that international 
teade differs from internal trade in that the former is a long distance 
* 4 ^ vvhile the latter is a short distance trade. Trade between 
ii.£ar and^ Lahore involves a much shorter distance than trade 
^ r tlie latter is internal traO'^ 

te tne former is international trade. 



„r a country are »'™y? -""Xore oU.er parts at then 

wth other ''hhe mv> lusufy a sep'iratr comvf ^ 

No^v, this attitude doesVot mean that a 

foreign trade A separate theory is needed ^ 

5n\'2j™arrcSrnr”.hn trade .s d.ncrcu. 

Jassrea, cconorms.s rwd^^ ritfm^h.hty of fact- of 
considered fundamenta factors of production mo 

pruducon I< pa“°'-.h a f f" .tonal 

part of a country In technical * . jnobiht> 

from one country to ,,on is very Imv while ^p,tal 

mobility fo mtemational ^ one eountrv 

IS high “ ^.,,cd Labours mobility iro customs 

rantrcr'^r^TcT- on- 

rcalocd that the dtlTcrcnca -tts^J^^ 'TCcn’ce of kind 

,t factors of Fod"“V p “na, .'>“■■ “ “ fta" - fnc.or, of 

thndiffcmnceofdcgrceis op „„„i,on, and pe'fn«'y. 

On thu basts '-V Fade X,. thn g>™ “undat.on cf 

production arc perfectly .y O" 'F ' iheon 

rmmohdnaero» the ^nt.^ F .„„ob,ht,, the, bndt 
this assumption of intern 

of comparative costs Ivteji RtcJOhAL H-ao* 

Tut Modern Concept ^nsvtlable , 

DU, lart, 

economists, hhe por that reason Ihcfcry chnic^n _t^«r^n 

tnde on a political basis j Mufortunate ' , immobiht' 

international trade, is regarding mobthly or im 

cemed with the economic disunc^n ^^^^ nn 

of factors It is reali^d that '3^ Cc>lon. 

amounts of capitals basx of Indians ^ j, American 

Ckinsider, fot Ii-o ronsider the extent of B ',j.,„j„nauonal 

Africa, Australia, etc A Eastern Countn^ _ perfect 

ftmeh and Dutch mvestm mobility of f**' . ~,,t:hoiogieaI 

u,obihtyorf-eloi,i.nolz«o,.«cm S> "adrai 

either For in.tancc, Knjahi faiaih^ “ 

hnuhantes in the vmy nf fS^%ab 'Iob'];fl ‘’.'SOTal trade 
and ofMadrui boiindine! ton ofin''"”' 

not co-lermmus "itb T»hlica (j-^de on the u. 

cannot lie disunguislied from « 

biLty of factors ,,»,anel and mt'f r 

ApptepnaU disUnclton u ^fon the assumpmm o 

The ibrhrv of comparative costs is huUt 
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AssimpMiii. To cxpbin Ihis theory M it .u.lomary to make 
many simphfjmg assumptions TIicsc are 

1. There are only two regions, call them countr> A an 
eountry B 

2. There are only two cotnmodiucs, call them a: and j>. 

3. There is only one faetor of produetion, eali it labour, anil 
let one labour-day constitute a “productive unit 

. 4. Both the commorinies. land y, an produced under eon- 

-ditions, of constant costs m both the countnis 

a 5. Labour cost theory of value « valid . e . ex^angc s-alue of 
a commodity depends on the labour employe* o pr . 

6. All exchanges are made direct, that is b.arter system prevails 
and money is not used at all. 

‘ 7. • Trade between the two countries is fr«, ' '•> 

rcitrlcuom, iihatsoever, on the movement ol goodi between the too 
countries. „ . 

B Tlrere arc no costs of transporting ipiorls from one court m 
to the otS! -Au ZpL ahseneeSi earrsing rnstiranee, haulong 

"’'“'I: ntatke. ,s perfeer, so thar U etc i, only one eaehange 

ratio for nil mter-rcgional tranMCtions. ..molifunB assump- 

May It be noted that are fundamental 

truths of the theory of comparative costs. 

TABLE 31-« 


Case / 


One productive unit 
produces 


Country A 
5jc 
or 
15/ 


Country B 
lOx 
or 

irvr 


Exchange ratio before ^ 

inter-regional trade ^ produc 

Country A can produce advantage in the 

* cheaper. That is, country A . the producuon of x. 

production of / but an in "producing/. Simihily, 

Hence, she has a comparauve “ nroduems »• 

eou,.,.Vi!ha.ae„..paradsxnd»...a^JPJ^;™S^__^_^^ 

A producer m country A, ,n /?. Hence nobody in 

produce 15/ and exchange it tw producer in country Bj 

country A will produce x Summ ^ K exchange i' for 
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In tiie above argument we have assumed country 

be x:^' for producers oi country A ^nd ^ be only one 

B. 'iiiat cannot be as the market is puricct. "I in- ^ 

exchange ratio lying somewhere ;j,aiket is 

suppose tliat the rauo of excnange m hi ^'tadier 

x-Ij! Our conclusion is still the same. A P^ducer m A 
man produdng ox, will produce 15 y to exchange it lor ix 
larly, a producer in B, rather than produemg lOy ^ P^uced, 

lOx to e>:cnange it for 20y. Thus m country -I oi j> ^ P 

and in country B only x is produced. 

This case, ho^vever, does not lead vs to any as 

Country' ^ Produces j in v.Wch it has both an ^^o 
a comparative advantage. Stmi ar y, with cou try ' of 

decide wnether absolute cost advantage is the real detcim 
inter-regional trade or comparative cost advantage, 
on to the next case. 



TABLE 31-6 


Case II 

Country' A 

Country' B 

One produedve-unit 

15x 

lOx 

produces 

or 

20j 

or 

lOy 

Exchange rado before 
inter-regional trade 

Sx:*^ 

x:j- 


counhy' B. Fhat is, she has an absolute advantage oier 
the production of either. But, obviously, her advantage ^ 
in the produedon of y than of x. Similarly, county' B ‘ ' 
absolute disadrantage in both, but her disadiantage is less . 
produedon of x than of y. Tlius countiy A has a greater compara 
advantage in_y, is'liilc country B has a less comparadvc disadvantag 
in X. It absolute differences in costs determine the dirccdon of lUtf 
regional trade, then country A isill produce both. If comparam 
differences determine it, then country A wUl produce y, 
country B is ill produce x. Let us sec. 

One produedve unit in coun^' A, rather than producing l^'^* 
may produce 20 y and excliange it for 20 x in country B. Hen 
it is not in the intcrist of producers in this country to produce x e^«^ 
ihougii tlicre is an absolute advantage oicr producers of the omt 
country in producing it, Tiicy would do belter if they import x. 1 
case is analogous to dial of a lady doctor wlio can cook meals 
than a sersfant, but ulio ivould rather engage a servant for coowOs, 
*o spare dm'' for the mo’'C lucrauvejob, i.e. medical pracdce. 

• .y, three productit'e units in country B can produce 30j, but it ts nu. 
iiettcr to produce 30x and exchange it for 40y in countrj' -ft* 
Jujesy the exchange rauo, after trade lias started bcnvccnthc tv-o 
••■Its, sviil be between Sx:-^ and x‘y but, as s\c have already' 
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sc-n, this does not maLe an> iltflTcrencf- to the N-abdiiy of the 
argument Thus ^^esec that country A spcaahses in the pioduciion 
of^ and imports s, and country Ji exports x and impoi is j> 

In other uords, a country may be importing a commodiij m 
which she has loucr absolute costs or maj be exporting a commodiij 
in which she has higher absolute costs Differences in absolute costs 
are, therefore, on determinant of intw regional trade The direction 
of inier-regjonal trade ts deicmuncd by comparative costs A region 
produces that m which it has a ^cater comparative advantage or 
a Jess companiive disadvant-rge, rr, ui which it has less comparative 
costs 



TABLE 31 e 


Cate m 

Country A 

Country B 

One productive unit 

20x 

lOx 

produces 

or 

or 


20y 

11^ 

fcixcltange rxtio befori 



intcr-rcgional trade 


XJf 


This case linngv out the (act tint diffcretict in comparative cost*. 
*» an essential condition for the existence of tnter*rfgional trade,, 
Exch-ingc ratio, here cannot be different from x jt after the trade 
starts 

Countrv J In' an alxolwtc advantage ow country B in the 
production ot both r ai d j but comp-irainxlv she is equally well 
placed m both Thete •$ co comp-uaiivc advantage m either, 
iitmlatly country B has m equal disarfvnntnge tn l>olh In other 
tvordi, there -tre absolitc difftrviccvof vosv but i o comparauve 
difference 

In tlus case, there will be no tmdv liciwcrnihe two regions 
For, if country A produces 20x to exchange It for 20y in country 5, 
or produces 20y to rxclnuge it for 20x nothing is to be gaired from 
fuller of these iraavictiom Similatly with rounuy B Tlie con- 
clusion, therefore, is that inter regional trade will not exist if iherc is 
no comparative diffcrmcc m costs and will exist if there u such a 
difference 

Our two truths are now evident First, difTctenees in com*- 
P^rativc costs are the one and the only condition for the existence of 
•ntor regional trade Second, a region produces that m which u lias a 
Sreatrr comparative advantage ora less comparaiivx duadvanta^ 
Mosn Prices akj> Ikter Recioxai. Trade 

The pnb!<m In the real world, when drdcis m ore region 
purchase a commodity from dealers in another region, it iS" because 
*hcy find money pnee of the coromoditv lower in another region 
‘nan m ihejr own region ^^hen thev, on the other hand, sell a 
*wninodity m the foreign region, it b became the price there is 
«'^er and in the home region M o lower. Thus, those goods arc 



416 


ECON'OinC THEORY 


-exported of which the money prices in the foreign regions are higher, 
and those goods are imported of which the money prices arc loafer 
outside. If this is a fact, as it is, then why do tve not explain inter- 
legional trade in simple monetars- terms? Cannot v/e, for instance, 
say that inter-regionally goods move in the direction of higher money- 
33 Tices? If such a simple explanation could serve our puipose, v,-e 
could be saved of the intricate comparative cost analysis. 

Mjn’j costs and prices are trade determined, not trade determining. 
To answer this quesdon, ne have once again to recall our case III, 
in which one productive uiut produces 20x or 20j' in co-antry A 
-and I Ox or lOy in country B. Let us keep all the assumptions, 
including the one regarding labour theory of value, intact but remove 
assumpdon number six. We thus introduce money into the scene 
but sdli assume that the same currency is used in both the countri®. 
Let us call this currency “rupee". We start with equal wages in 
both the countries, say, Rs. 5/- per produedve unit. Olwiously, 
bodi the goods will be produced half as cheap in country A as ni 
-country B. Consequently, both x and y svill begin to be t'xported 
from country A to country B. The latter hasong nothing to export 
back will, naturally, pay for the goods in rupees. Quandty of money 
in country B sviil diminish while in country- A it will increase. Wag^ 
and prices in country A will rise and in country B they will fall till 
money costs and money prices in both the countries become cqual- 
At that stage, the trade will come to a stop and t\ill not be revived, 
unless some new factors change die situation. 


Thus v.e find dial the Icveb of money costs and money prices 
in the two countries are themselves the result of intcr-rcgional trade 
movements. They are not the cause of these movements and hence 
cannot explain these movements. Inter-regional movements of goods 
are caused by- comparadve differences in the real costs and not by 
absolute differences in money- costs and prices. 


Even if we drop the assumpdon of the same currency- in die 
two countries, our conclusion will be no different. In case the 
countries have different currencies but both arc on the gold st-mclard, 
worldng of the mechanism will be ':imi!ar to the above. As coimtryj A 
exports both the commodidcs, country will export back gold vdncn 
-%-.ill reduce wages and prices in the latter country and raise them iri 
the former. Equality- of costs and prices will thus be established and 
trade between them will stop. Jf, on the other hand, both the 
countries are on inconserdble paper currency standatds, then conse- 
quent upon initial trade, there will be a movement in the exchange 
rate between tlie t%\o currencies. The exchange rate wii! settle 
-down at such a level that trade fjctv.-een the tsvo is no rooie profitable 
to Cipher' of the countries. 


DiH'-rcnccs in nionc\ costs and iriDncy prices, ihcre/on, offer 
no cxplanadon for the intcr-rcgional trade. They are thei/l'elvrs 
o v; <*sp.aixrd by tliis trade. Theory of comparative costs o-Tcrs 
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»he onlv saiislactory explanation Of counc, when ihings have 
settled down, differences m money a»ts serve vs an index ol ciiHcr- 
Vnccs 111 comparative costs 

Ldiited SPECiAia«:ATioN IN Ikter-Recional Trade 
In discussing the theory of comparative cost, we vdopted, is 
IS usual, two-region-two-commodity analysis and made some other 
simplifying assumptions Our conclusion was that a region produces 
and exports that thing in which it lias a greater comparatnc 
advantage or a less comparative disadvantage, it imports that thin., 
m which it has a greater comparative d^advantage or a less co^ 
parahve advanUge In such a simplified model, when trade takes 
place, one commodity is exported and the other is imported In le 
real world we come across certain phenomena which cannot no 
explamcd by this simplified analysis it. 

1 cJ,oS mJc trade .s lA.ngplncrbcwec 

tr\o regions, there are certain commodities irhich arc neither cxporlet 
or iin^ortrf^^ ^ various reisora Some ''2.'’"’°^'“” “'J 

geographically immobile, as. for caamplr, bourn Trade in such 
iannot take place Alro, inay be, that «S»" » 
a eomparame cost advantage m the production ota 
tbh advantage is not enough to cover the ents hf 
the other r^on and ttiui it is not exported Usd>, the rore|n 
tcgion may not be in a position to pay lor 
demand for impotM ftom it in the home remcn ir 
adjmimenu ate not allowed to occur by ,^1 

exports and imports must balance m the lon^ ifun, V S® 

are exported for which payment can be receivcil m imports 

1 C™™dilirrfr«*r"l«i«'»"'”A>"'‘' Somct.mts il happenr 

tliat a region is produang 
as well as importing a com- 
moditj This may happen 
"hen, in one of the regions, 
the commodity in question 
ts produced under conditions 
of increasing costs This 
can CTwly be showai with 
the help of diagram 31 1 
Country A can produce the 
Commodity at constant costs 
and MCA us its marginal 
cost curve. Country B can 
produce it at increasing 

costs and AfCB is us mar- COmWC/Tv 

final cost curve Let us Fig 31 1 

avnimc that there are no for the commodity 

costs of transport amJ that the aggregate „ ^rv amoi nt at 

M more than OP Then, as country A ’oii 

a cosi of OR per unit, pncc of the commodity wm 

23 
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CoimUy B will produce OP amount of tlie commodity. If her 
demand at price OR is more than OP, say 0(2., she will import PQ,- 
This is one case in wliich one country' (B) will be producing as veil 
importing the commodity. If, on the other hand, B's demand is 
less than OP, say' OL, she vdll export the balance LP to countrs' d. 
Now, if A's demand at price OR is more than LP, she will produce 
the balance herself. Ti^ is another case in ivhich on country' {A) 
will be importing as well as producing the commodity. 

There is another explanation also of this phenomenon. Suppose 
for the production ol tnc commodity' some sprcific factor is required, 
wtiich is available in a limited quantity in the region w’hich has a 
comparativ'e advantage in producing i.. Let this region be country 
A and the other be country' B. Suppose country' A can produce OP 
which is not enough to meet the aggregate demand of both these 
regions. 

0 L “ P 0 

Now, if d’j demand is more than OP, say 0Q__, she will be importing 
the balance PQ,- If her demand is less tlian OP, say OL, and 
and LP is not enough to meet B's demand, then B w'ill produce 
the balance of her demand over imports. In either case one 
of the countries will be producing as well as importing the 
commodity'. 

3. Commodities imported as welf as exported. A region may be 
importing as well as exporting a commodity. One explanation 
offered for this phenomenon is that the commodity' imported may' be 
diffcient in quality' from the commodity' exported. India is an 
importer as W'ell as an exporter of cotton but qualities of imports 
and e.xports are different. In fact goods of different quality are 
different commodities from the economic standpoint. Hcncc, when 
quality of imports differs from that of exports, we cannot say that the 
same commodity is being imported as well as exported. 

Differences in costs of transport may make it possible for 
one part of a region to export a commodity' and another part to import 
it. Bombay' mills have, for a long time, been importing coal 
from South Africa, while Raniganj and Jharia sverc c.\porring coal 
to Burma and Malaya. Cost of sea transport being much less than 
the cost of land transport, this transacdon proved doubly beneficial 
to the country. 

Tlie other important explanation of this phenomenon is 
entrepot, trade. Even countries lilte Afghanistan and Nepal, ivltich 
have no direct opening to the sea, have to trade wish distant countries. 
Thus when Nepal imports goods from England, they' pass through 
India. In Customs registers tlicy are entered as imports at Calcutta, 
svhue at Raxaul tlicy' arc again entered as exports. Similarly 
%. ten .'sfpal exports goods to "-ome distant country, customs reipstei s 
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at Raxiul show Ihrm as imports, while at Calciiiu 
as exports Compilrd fiijurcx, thfrefore, «how the wm 
« exports as svril as impo'is. In fact iho arc ncll.rr our rxporu 
nor our imports 

CrfECT OF Inter Regionai, Iradi— PR ontenoN 

, Tt. iK „. ,'s 

regional speaalisation xnd r\rr> rtTpon pec . olmomU 

lirgcr production >m1i rrsuh * , , mcrcasril 

shoss ,l bx an illuslrit.on .hat this tiade 

prcluclion lor tint P''n>^ ^ “Lb.ct.vr im.ts m either 

toTsidercd, RMUininK thii tnrie art ssx > j 
tountr^, in .4 as wcU ns in U 

TABU- 3M 

C.„,, ‘-“75" 

— or 
One proslucnsn* imii 

produces _ 

Suppose there aie isso /f s*a» 

sprcialiution, eoiinW> • J,ij be Ur-t-Zs/ Wlien 

produce lOx+lO/ of / and eounirs /» tn »lie 

country A ipcciabses m ib^ I*'’";**' , lor an<l «hf »«>*■’ 20* 

production ofir. tbefowr m,, vshnh rtvmml) 

Thus the aRcreifate pr.Klttsiimi wdl be iw 
trr-ater than 15»+2S» 


TSBU 31-c 

C*unw> A 
I5i 


One p'lNlucMsr unit 
pn*diicei 


rs-unUvfilOt s'K?f*^^‘''ir"‘*T'|!^]Lre eMf*t Uru irg 

forans » re^bietim of 5* and *" » , ihsn H> b “f" **’*'1. 

r*to4l^=<3, trande/ V. j^s.'ueiioo rS 

2-'UM<^»s ofirtraur saint tUntbe |«-s, 

l,\BU3l./ 

r- t Cc»in‘ry B 

c»^m s^ lot 


fVc prixlue'jsT urut 

prf«*jees 
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of25A.T-3C^. Before specialisation, aggiegate of production in the U\o 

countries will be SOat-tSOj’. Now suppose country A specialises in 
the production of y and coimtry B in that of a. Country A tvill 
produce 4(^ and countr)' 5 will produce 20 a. Aggregate production 
will be 20a4-40_)’ which exceeds by 10>’ and falls short by 10a from 
SOa-tSO)’. As exchange ratio is x:y, 10a and 1(^ are equal in value. 
Hence there is no gain from specialisation. SirnUarly if country A 
specialises in a and countrj’ B in y. 

Thus inter-regional trade takes place w'hen it is adt^antageous 
and results in increased production. 'V\Tien it yields no advantage, 
it does not take place. The gain from inter-regional trade is dis- 
I tributed bettveen the participants according to the terms of trade 
wliich we shall discuss at the end of this chapter. But, whether the 
gain is equally or unequally divided beUscen the participants, both 
regions do stand to gain. 

2. Idle specific factors. A country may be obliged, by die 
comparative cost situation, to import a commodity the production of 
which requires a specific factor which it possesses. For instance, 
a country may possess coal mines and yet may be importing coal. 
Foreign trade will thus throw' these mines idle. The countrj' will 
not be getting any coal from its own coal mines, but will bepa}ing for 
coal imported from outside. Does it not obviously involve a loss? 

In finding an ansvser to the query, let us assume that the factor 
imdcr consideration (coal mine) is absolutely specific, i.e., it cannot 
be used for any other purpose, whatsoever. We shall consider two 
interests separately, the interest of the owner of tlie mine and the 
interest of the country as a whole. 

Mining of coal requires men and tools — labour and capital- 
Suppose a unit of labour and capital costs Rs. 100. This means 
that each unit of labour and capital would be earning Rs. 100 m 
all liranches of the indust^-. For, if it could earn more elsei' here, it 
vvould quit mining, and if it were earning less elsewhere, more labour 
and capital wo aid have sliifted to mining. 

Now, suppose that to mine one hundred maunds of coal, tnn'' 
units of labour and capital arc needed. Cost of production of coA 
would be Rs. 3 per unit. The price, before foreign trade is allowed, 
will be anv-v\hcre above Rs. 3 per maund, depending cn the c.xtcni 
of demand. If tlie price is Rs. 4 per maund, the ow^cr of the min'* 
will earn a surplus of Rs. 100 which is rent. As the factoi 
absolu'ely specific, its transfer earning is zero. In othcT word', if d"*' 
to a decrease in demand, the price fa'ls to Rs. 3 per maund, the mii'< 
woi’H still be worked although the rent will have fal’cn to zto. n 
foreign trade starts now, the owner of the mine would not find hiin't.! 
tn any wo’^se position. Nor would the owners of labourand capit- 
who vsould ■'hift Ibdr factors to other uses. Tims neither the ownei 
■o t ’.c'peafic factor, no: of the non-specific factors, will b'* low.'^ 
-account of foreign trade. 
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Would the country as a whole lose ’ The f ,qo 

1 hrcc units of labour and capital were producing cnal worth Ks 
NW tliese units would l« prodocinij rnull their 

other commodlt^ must be N-nlued as much othenvue how could their 
producers olTcr these units of labour and capital Rs 100 per umt 

If the mice of coal were Rs i per inaund when foreign coal 

begins to be imported the conclusion would ^ no difTercnl 
as a result of foreign imports, ihe priM falU to ^ ^ 

Non specific factors would produce other goods worth 

rupees which will purchase the one hundred of ^ 

owner of the mme w oidd lose rent but the consumer 

cheaper What the left hand loses wdl l>e gamed by the right hand 

The abos-e anahsis of course assumes that cno^h ** 

allowed to the non specific factors to shift to ®'’'" „(,j^4e^re ssalt 

of shifting ma> ms olsT some fncuon During ‘hat j^r.od there 

undoublrfly be some loss of earning to these factors 

Conclus^cr, Our concUuion ^ ’’^Vo 

trade increases aggregate [s low as compared 

IS twofold The \alue of the “ Imtwrts are thus 

With tlieir salues when lhe> S'crc j- jjjtcr regional 

obtained at cheaper rates at a ,o be cmpIo>-ed 

tnde permits the productive n^urces^t^country o ^ l 

m thV production o (how amount o^ 

ipecialli fitted Tlius h' ,ncrca% m utility arises 

utility « obtained l)\ a ^ivcn effo ,-.^ase or Ixcatuc the new 
liccause quantities ot all availaWc riem 

atsoftment available is pn-fcictd to the chi assortment 

n^Ecr^ OF IKTER-REOIOVAI. Tkaof- Dirndhtnio^ 

1 antital 

the \anous interests m the country ronstiiuted of wage-earners, 

economists to think of the commimi y . conceived of as 

rentiers and cap.ul.5ts hLd. a^d manufac- 

trade between L™" Effwt of foragn trade on functional 

tunng countries, on the o(hw imnhcd how wagea, rents and 

distribution of nauonal income, th » ^ one another 

profits change absolutclv as s>ell as rebt.vclj oducuon 

That there is alwap an ^ already shown, 

by the opening of inter regional . sections may gam 

If this gam accrues to the community .*^_’rlas. others mav gam 
If, however, the gam .» appropriated by one cla^, others 
nothing, they may even ufier 

1? Jri 

™ ..s d™»d =nd 
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rents rise. Export of raw materials will increase the incomes of ovmers 
of mines and forests also. In the industrial country, on the other 
hand, margin of cultiiation moves up and land becomes less scarce 
with respect to the demand for it. Rents in that country, tlierefore, 
fall. And so do the incomes from ownership of mines and forests . 

\ b) In the agricultural country, exports of agricultural goods 
will make food dear. The labourers are injured by a rise in the 
food prices. They are, however, compensated to some extent 
by the cheapness of the imported goods. As, in general, food claims 
a large proportion of the income of the labourers, espedally in agn- 
cultural countries which arc, as a rule, poor countries, the labourers 
may on the whole be sufferers as a result of foreign trade. But they 
Mill share better employment of resources. Also, if property is widely 
distributed, most of the workers will also be landov/ncrs. What they 
lose in wages, may be more than made up in rents. In the manufac- 
turing country, on the other hand, foodstufis become cheaper and tints 
real wages rise. LalKduers also share the better employment of 
resources. 


ic) Frqfils. Foreign trade implies specialisation in both die 
countries, more production and hence more purchasing power, 
hlarkets thus get extended. Specialisation reduces costs and c.xtended 
markets bring higher prices. Hence profits increase in the agricultural 
as well as the industrial country. 


Foreign trade ‘‘weakens the restraints of status." It breaks 
dov.T) the force of custom. It encourages the extension of com- 
petition. 

Defects of tkts cnaljsis. Classical metiiod of studying die effects 
of foreign trade on liie internal distribution of sscallh is defective. 
It docs not give any place to people with fixed incomes and fixed 
obligations, that is, the salaried people and the debtors. The more 
important defect of this method is the assumption that the imports of 
some countries are ■uhollv primary goods and exports arc Vi holly 
manufactured goods. For instance, in the case of India, 57 per cerA 
of exports arc manufactured and 43 per cent are primary good'. 
Similarly 40 per cent of her imports are manufactures and die rc-t 
are primary goods. Obviously, an anal>sis of her exports afu 
imports does not help u"; to conclude v.hethcr she is an agricultural or 
an industrial countrj'. 


(2) Hcberler's cnclj^sh. An alternative method ti! studsietT 
the effects of foreign trade on mtcrnal distribution of income has ticcn 
given by Habcricr. Fie analyses the effect of foreign trade on tlm 
relative prices of vaadorre spedfic and non-spcdfic factors of produttioo. 


{a) Specific f actors. Take the spedfic /actors first. S«c.i_ ** 
them as are required for export industries tviJI, a result of fornen 
trat.-, had ihctr demand li.aving gone up and their relative str'rfi'j 

prices wil!, therefore, rise. Similarb. ti c 
o- requited for produdirg dioi'' things v .lu-it 
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Wm to be imported, will decrease and. hence, then 
ObMoiisly, the mvners of factors, spcofic to i\xf .mpm i mdun. 
experience a fall m their incomes 

(*) J/on jpectftc /actors Non speaCe 
those factors which can to pr^cc gLds, which arc now 

spcafic factors which were fniplo>^ to pr^uM g . producing 

Ijemg imported, will now shift to those! , costs these 

exports. According to tlie ^""^‘P ^.^^c n^STemploiments and hence 

factors will pro\c more productive m thci owners of non- 

thcir prices will rise But the rise in . jj osc of the owners 

tpeahe factors will, obviously, not be as 

of factors specific to the production of export goods 

Effects of Inter Reciorai. Trade-Empi-Ovment 

P,o.„on:«, ,J 

imports is often advocated for ^ on employment 

It may be noted to start with that labo ii |^^» .« svages may 

if lie is too old to learn a new job 

11 taihet difficult for a phjumn or on engineer to cMuro v 

Coniidermg labour or a class, this lactOT is P lawscis rs 

run If the demand for teacheis is foiling training 

incieasing, moie graduates mil join law eo eg . l mobile 

eolleges ‘^ Emstenfe of trade muons tend, to ew 

in th?,hort run So doe, ihe low of lime involved in SnUnJ a^_^^ 
job We may conclude lliat from 'l>' '“"S I’'™'!/ „,„y mdivi- 
labour is a non specific factor, InU in the s^r p . 
duals and groups of labourers find it difficult t 
occupation to another 

Long run effecU Before foreigpa trade J*"?! wll'’p“oduS 

both ‘ exports’ as well as “imports After trade ^nari-ct as well as 
cmly “exports " It will ptt^«ce th«c V labour m export 

the foreign market, and, hence, the ^ out of jol» m ihe 

industries will increase Those, who are m industries As the 
import industries, wall lie absorbed m oncred more jobs or 

^Sgregaie production increases, labourers may trade cannot afiect 

higher wages Thus in the long run, torcc wall adjust 

labourers adversely In due course of owners of a non* 

ilseir to changed arcumstanccs ^^o.eir’incomes 

spcafic factor, wH! enjoj an mnease in t 
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Skort-run effccL In the short run, hcmxvrr, foreign trade may 
adversely affect those who arc employed in the import industries- 
Some of them will not like to change over even if they get lower wages 
in their “old" jobs. Others cannot shift to a netv industrs' unless 
they arc prepared to undei^o a long training or accept a wage much 
lower than their previous training had entitled them to. Even 
those, -who arc more or less tmsldlled and may feel at home at them 
new jobs, may have to rvait for some time before they get themselves 
fixed up. 

TcRiis OF Trade— Measuresient 
Cleaning. If trade between two regions involves two commodities 
only, one on cither side, we can speak of an exchange ratio or an 
exchange rate between the two. When, however, more than two- 
commodities arc involv'cd, we speak of the terms of trade. Terms 
of trade arc the rate at which imports arc piuchased for exports. "When 
for given imports more goods have to be exported, or for given exports 
less goods can be imported, terms of trade arc said to have become 
unfavoisrable and 'vice ver^a. 

Tuo points deserve notice. Firat. when in trade between, 
two regiout, say, country A and countr)' B, terms of trade become 
favourable for country A, it obviously implies that for country 
terms of trade have become unfavoiuablc and vice versa. Second, 
terms of trade as such cannot be measured. For, a list of various 
amounts of a number of commodities exported and a corresponding' 
list of the amounts of commodities imported can convev little sense. 
All itiat can be done is to measure changes in the terms of trade. That 
IS, it is possible to make only a comparatix’C study of terms of trade- 
Measurement of changes in lerms of trade. For measuring changes 
in the terms of trade, aid is taken of index numbers of prices. A year 
is selected as a base > ear and the weighted averages of prices of exports 
as well as of imports during that year are represented b}' 100 each, 
t^rresponding figures for prices of exports as well as of imports during 
the year (or years) in question are computed. Index number of 
exports divided by the index numljer of imports for the year in 
question indicates how terms of trade have moved in comparison 
v.ith the base year. Consider, for instance, the follotving tab’e 


TABLE 3i-g 


Year 

Index for ‘ 

j Index for 

Index for terms 

export prices 

1 import prices 

of trade 

1939 

100 ! 

] 

( 

1 ^ 
i 

1 100 
\ 110 

1940 

! 110 

I ■ 100 ; 

[ X 100— no 



1 1 

1 100 

1941 

[ 

1 120 

[ 1 

i 150 

120 

i X iOO— 80 

— 

1 1 

1 ^ \ 

: 150 
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In 1940 as compared scrlh 1939 , wh.cl. u m ited " 
icar, pncci of exports Le by >“ y.^bs oir TtS 
stood at the same lescl Terms of trade thus scar, 

regron bj ten p,r real In 1941, Lei. 

while export prices rose bs twenty ^ rmt. . ^ p ^ mosed against 
more, I r , by Tifty pn real Terms of trade, therelore, mos e 
the region by twenty per cent as shown above „.i„nns 

Divnion of gam resnUmg r™»„'"*,'5-"Se, Xr tiSings 
&g1:,„Tl, tp'irLr"on. trade to the region in whose fasour 

the terms have moved Chan.es in the terms of 

InUrprelation of ehani'ei in terms of caution Mensnrement 

trade have, however, to ^ of mdcK niinbers And 

of changes in terms of " /which can be Ics died 

index numbers are open to “** coitccU> changes m the 
agaiast all a\crages ,i*/cep behind the scene and 

terms of trade, it is alwa>5 ^ chance ^Suppose terms of tr^c 
find out what has brought , hit ,f begun to oOei 

have moved against a region ** the methods of produc* 

Its exports cheaper because of jerms of trade do not 

tion home such a “"5'"?'S„/Kadehavc l^ecome 
involve a loss On the costs sl>road, higher 

unlavourable on account 

prices paid for imports repres foreign trade docs 

Thus, while gam to a ,„ms of trade are not 

depend on terms of h««g produced at conswm 

assure index of this gam /.V™ unmisUhably mdicaie the 

m^htlSfr™ """ 

Ten.,, or T,»pr-De-rm..mnTioK 
TAr im,u In smdyrng J;'"" SlLf.‘he™n”'llJ» 8''™ 

trade hetween lworegiiins,d «80 amm in assume all those 

I, 1 S Mill Here we have onre agin 

condiuons which we did jysiL of exchange, eomtan 

two countries, two ™"'">^'T„’nSl n™, that cost position m the- 
covls of production, ett, cic^ suppose 
two countries is as follows ;— 


One productive 
unit produces 


table 31-ft 

Countr\ 1 
I Ox 
or 
15J- 


Coiintry C 
lOv 
lOr 


Exchange rvtio before trade 


lxl5j 
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Ck>untr\- J will produce nnd country- B ^dll produce x- If tetri' 
of trade arc such that countrt- D gets less than one _7 for one unit o: 
trade with country- A will he disadvantageous for her. If terms o-- 
are x -.y, she will neither tpiin nor lose from such trade. Thus terms oi 
trade cannot he <uch that one unit of x exchange for less than one imit 
ofj-. Similarh . b> eiting more than i'5 units of _7 for one unit Oi x. 
country A will he a loser. Thus terms of trade cannot be such that a 
unit of ;i; e.schangcs for more than I -5 units of j. Hence tlie ten& 
of trade bctw.-ccn ilie u-.o countries, if there is to be any trade, mus- 
he bets'. cen xy and x:l.5j. 

Rfaprccc’ df mends. IVfacre exactly, between these two hmits, 
will the terms of trade stand? The answer is that it d^ends on 
reciprocal demands. The terms of trade must be such as bring about 
an equation in the reciprocal demands. This requires further explaoa- 
don. 

Suppose the terms of trade aare x:l .2y and, at this rate, country A 
demands 1000 units of ‘xd. It obviously implies that, at these terms of 
trade, country A is prepared to supply 1200 units of j. Thus, when 
we sx>eah of A's demand at given terms of trade, the amoimt si is 
prepared to offer for sale is implicit in the statement. Similarly, 
ssfaen we know j5’r demand for y at give terms of trade, we also know 
implidtlv how much of x she is prepared to supply at thb rate. o 
need, therefore, to know only each country ’s demand for the others 
product at any terms of trade, j.s., reciprocal demand. Terms of 
trade will bring about an equilibrium between these reciprocal 
-demands. 

Equation of reapwcal demands. A country-'s demand for the 
other s product is subject to the law of demand. The more favourable 
the terms of trade to a coimtry, the more irill be her imports and 
r-'« vena. Keeping this fact in mind, let us draiv the respective demand 
and supph- schedules of the ti%o countries. 

TABLE 31-/ 


Country A 


I 


Country B 


Tenns 


i Amount of Correspend-f Amount of | Correspond 
of Trade, x demanded , Lng amcrunt I r demanded i ing amount 
^ oO offered 


: 1 
^ ; I 

X - 1 

X ; i 

X ■: } 


•jf 

■l.y 

■2jr 

-3j 


! ofjr offered 
5 


f 

I 

T 


1530 


1550 * 



1300 


1430 

990 

1000 


1200 

1200 

' 800 


1040 

1430 

700 


980 

1680 

640 

1 


1950 


800 

900 

1000 

1100 

1200 

1300 
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As %vc move doss-n the columns mtUe al)o%c tible x bccnin(» 
clearer and becomes dimper Ibnce at each succi*vi\<. icim of 
trjde, amount of x demanded by country A (coJumn 2) will cantrafi 
and the amount of_y demanded by country B (coJumn 4) cstcnct 
■Given the terms of trade and A s demand for x, her suppJj of j can 
be calculated Entries in (xlumn 3 can be calculated from columns 
1 and 2 Similarlj entries in column 5 can calculated lieforr 
•Columns 1 and 4 

\Silh the srliedulcs in the above table a* given equiliL*' um 
■''ill, obviously, be established at the terms of trade » | 2_j' It is it 
this rate that ‘equation of rcciptocal demands” is rstablisl ed 

Clatlifilits end inl/nJihfs ej iemend If s»e scan iJ e al ovc table 
<:arefully, vtC shall find that relative bargaining lUengih of cither 
Country, on which the terms of trade depend, is itscll dfqiendcnt on 
the nature of Uicir respective demands Suppose country 4 i demand 
^or * IS inelastic Then slie will purchase a given quantity of v 
whether the terms of trade become more favourable or Jess faset r- 
^le. In oth*T words, she is m a weaker bargaining position • 
43onvtricJ), the Jugher the ehstiat) of demand for Jirr impcrt*, 
ine siron^r u her bargaining posiuon 

Bargaining strength also depends on the interniv of demand 
If eouDtry I t cemanc increases *so that amount « tmanded at any 
JjWn rate is higher than before! she will Iwcotne a wraVer liargaiper 
*nd terms of trade will mme against her Evodenttv, then, n big 
eountry is in a weaker baigainmg position as against a rmall ccwritrj 

Cenr/vrieir I Terms of trade alwavs be l>et\\T«n the limits 
determined bi the comparative costs of eomwothiies in the two regions 

2 Terms of trade depend on rclauvc intensities and eloiunties 
of the respectis-e demands of the two regions lie levs iiitensive 
or the more elastic the demand for* imports of a region the inoie 
favourable will Jje tJic lenns of trade to it and rrr trfte 

3 I quilibrium is cstahlohcd at the terms of trade sv! kIi 
brings atmut an equation in the reciprocal demands 



CHAPTER SXX 


PROBLEMS OF INTERNATIONAL TRADE 


Balakge of Payjiemt 


Ba'auct of fade People, interested in tlie commerce of their 
country with the outude world, generally like to know what commo' 
ditics arc impoitcd from the foreign countries and tvhat products of 
the country ai e cxpoi ted abroad. They desire to knotv the quantities 
as well as valui s of exports and imports. If a statement is prepared 
giving, on the one hand, a list of quantities and values of the various 
goods exported, and a list of quantities and values of the goods 
imported, on the other, we get what is called the balance of trade. B* 
we use the term “costs of transport” to cover carriage, insurance and 
banking charges, as s\ ell as export duties, if any, we can say that, 
while values of imports include the costs of transport to our ports, 
the values of expoi ts do not include the costs of transport to the foreign 
ports. This is what is meant by saying that in a balance f>f trade 
exports are accounted for F.O.B. (free on board), while imports are 
entered c.i.f. (costs, insurance, freight). There are thus two columns- 
in a balance of trade, one showing exports F.O.B., and the other 
showing imports c.i.f. 

Obviously, a Ijalance of trade must relate to a period of tim"— 
1 his period is generally a year, though statements may also be 
prepared on a quarterly or a monthly basis. If the aggregate value of 
exports equals the aggregate value of imports during a year, the balanc'^ 
of the trade is said to be even. If, however, the value of exports 
exceeds the^ value of importsj the balance of trade is said to be 
active, positive or favourable. And if the aggregate valut of 
imports exceeds that of exports, it is said to be passive, negativ’c, or 
unfavourable. The use of the terms fav'ourable and unfavourable 
wlancc of trade has sometimes led to the confusion whether the tcim 
lialance of trade ’ refers to the whole statement containin.g the tvvo 
columns of exports values and imports values or to the excess of the 
one ov'cr the othci . Probably it would be advisable to use the term 
balance of trade to mean the whole detailed statement and to 
use die phrases favourable or unfavourable balance of trade to 
denote the difference between the aggregates of v'alues in tlie two 
columns. 


Balance on income account. A country does not export and impp^t 
„oo ^ On y. Services of various kinds like transportation, banking 
constitute items in international exchange. Tlien. 
interest and profits on foreign investments. ^ 

port tow ns^ thev^^’t ^ the customs .registers kept at the 

mwns, they have come to be known as “invisible” items of 
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trade If, m addition to “\isiblc’ items 1 1 t\i>orts and impori , 
■“invisible’ Items of trade ate also included the statement tlnu 
■obtained is live balance on current account or income account 
Balance of tajmerts Neither the balance of trade noi the balaric' 
on income account tells the complete story Pavanenu become dii* 
from one country to the othcr^ not only on -ca u u of the so-calkU 
■“visible” and ‘invisible items of trade but al*f> on account of capita 
movements, i e , borrowing and lending If we include, on the one 
hand, all those items because of which pavnunl'^ become due Irom 
the foreigners to the residents, and, on the Mher those because ot 
a hich payments become due from the latter t the former, v\e get 
■a statement which iscaUed the balance of pav mints It may be noted 
that by the term “residents u not meant ciiuenv Uitzens oi a 
•country may go and stay abroad WTiatcver then, they pure a« 
from Uic residents of their ‘ home countrx i crasions a payment 
to those residents Thus, whatever they puicf c coi nuuie impoit 
'terns for the eountry where thev arc now re'idmg 

Anilem, on account of which payment bee. m s due from lorcigncrs 
to residents, u a credit item Similarly an item which occasions pay 
ment to foreigners from residents is a debit lum Fw the «ake o 
convenience, the v-anous items involved may be classined into mer* 
<handise, mvasibte items of trade, tourists cipcitdiUirc. 
transactions and unilateral transfers A vvord mav be said abou 
etch one of these 

1 Aferehandise Export of merchandise » a credit item while 

dwif import IS a debit item The question whether gold be mclucicu 
•under this head or not, has often been debated It is said iral To 
those countries which possess extensive gold mines, yellow xnctal is as 
much an item of trade as any other For othen, export of gold is a 
balaucing factor But gold may beettported just toeam proliu Irom 
higher prices abroad Similarly , gold may lieimportcd for induvinal 
purposes rather than to balance credit wUh debit item As 
isoUen not possible in pracucc to distmgutsh between tsponsniu 
imports of gold for vaiious purposes, the difTicuh) n irsurmoi n 
able This explains variations in practicts in difterent pans oi nm 
Slobc. 

2 tooiWt lUmt Under Ibn liod of .uMi.blr 
areinduded carnage of goods by ships or '‘‘hrrw ise, barkirg 
hke rcimtung relevant papers, advancement ind .A’ 

<tc., insurance, services of agents offtreign eoiicerns, ofa ’ i,, 

Such services rendered by fesidenti to foreign^” "’”*r «rfl 
Items and those rendered by fonignm arc dvlit items 1 irms wor, 

tag m a foreign country remit profits to ihnr iharcliold -o.nii 

>'<«lers and^salaned^emplovVcs from fov.gn 
pan of thcir earnings to their fin^ics Such 
i* ^dered ii payments for services rendcrcrl 

amounts relating to invisible items are dilTifu 
*heac cannot be recorded at the enstoms ports 







3. Tonrislf expenditure^ Tourists' expenditure iii foreign coun- 
tries arc llie suras spent on foreign goods and sert'icp. The onlv 
difference in tiiis case is that instead of goods and services moving to 
the concuraer'. it is the foreign consumers who mot e to goods and 
s'-rvicas. Suras of monet’ remitted to students abroad may also be- 
induded in this item. 

4. C'lp'tal Iransaclions. Consider capital movements. If India 
extends a loan to Nepal, immediately a paj-ment becomes due ftoni 
India to the latter. An item, which necessitates a payment from 
residents to foreigners, is a debit item. Thus, while, export of mer- 
chandise is a credit item, export of capital is a debit item. It has been 
suggested that exports of capital ought to be viewed as imports of 
foreign securities to facilitate comprehension. Repayraient of the loan 
by Nepal will constitute a credit item for India, and a debit item for 
Nepal. Imeicst payments carmot be included in capital movements 
because there is no repayment in lieu of payment of interest. These 
have to be included in income account, along with profits and wasp- 
in \ isiblc item^. For. interest remitted abroad is nothing but a pncc- 
paid for the services of foreign capital. 

5. Unilaleral transfers. Lastly', there are unilateral transfers- 
Such items give rise to movement of goods and services in one direction 
only. Instances of unilateral transfers are to be found in gife^^ 
charities, -.var reparations and indemnities. 

Favourable and Unfavourable Bala.nce of Paysients 

D'Jficulttes in discerning facourablen/’ss or nnfarourcblcnes^. Whiles 
defining the term balance of trade, we also pointed out what is meant 
bv favourable and unfavourable balance of trade. Can we apply' the 
same epithets to balance of payments as well? The answer is: yes,, 
but the mearing of the terms, favourable and unfavourable balance 
of payments, are not so obvious as in the case of balance of trade. 

In fact, as ledger keeping method is to be applied in preparing 
the balance-sheet, called the balance of payments, the credit and the 
debit items in such an account must balance. To show this let tis- 
start with a position where, in the balance of payments of a country, 
during a year, debit items exceed credit items. There are three 
ways m which the country in question may' meet the deficit. It may 
cxx>ort gold. But export of gold is a credit item, which, when inserted 
in the account, will pjualise the two columns of the balance of payments- 
A sccond method is to reduce balances abroad which the country 
might have accumulated in the past. This implies a repayment oF 
loan to the country which again is a credit item. Thirdly', the 
country might borrow^ to the extent of the deficit. And import of 
capital is also a credit item. Even if the country' concerned does not 
tate any one of these steps, the position is no different because what 
pa-V'jit owes. \Vhat it owes is a short-term foreign loan 
included on the credit side. Thus w e find that if 
c. jiay-mcnts is properly and correctly' prepared, the totals 



PROBLEMS OP ISTEIIKATJOSAL TRAOr 431 

or credit Items and of debit items must invarnblv be equal Thi 
IS j\Kat IS meant by sa>mg that a balance of pa\ments is aU\a>-s a 
balanced statement of the annual accounts of foreign credits and 
debits of a country 

Favourableness or unfa\ourabIcne«s of the balance of payments 
cannot, thus, be knovvti just by casung a glance at the statement of 
accounts One has to dig deeper to find out if the country had exported 
or imported gold, or nhether it had increased or reduced its debt 
obligations to foreign rountnes If it had to export gold or reduce 
balances abroad or raise loans from ouisid- to balance the credit 
column wath the debit column the balance of pav-ments has been 
unfavourable In the opposite circumstances it is favourable 
It must lie noted, however, that m actual practice it is difficult 
to say whether gold has been exported to benefit from a pnee- 
difference or to balance the balance of payanents On the other hand 
It IS not easy to say whether gold has been imported for mdustnal 
purposes or to bring imports values to the level of export value 
Similarly about funds tniponetl or exported In practice, therefore, 
Ihfrc are wry real difficulties in finding out whether the balance of 
ptymejils a active or passive 

Balanct oj paymfnu <!n4 pmptniy /\n active balance of payments 
IS BO index of prosperity nor is a passive balance ahvavs to be iinwel 
come Many poor countries have an active balance ol payanents 
Similarly, balance of pavanenis may have become passive because 
the country is importing capital goods for her development More 
owr, imports are the payments which a country gets for her exports 
If a country s balance of pavaiicnts has lieen anive over some yxars, 
>t« but proper tliat it is passive for other vear* \ govemmenr, which 
idopts policies to cam every year an active balance of paymenis, 
denies her people tht injovanent of some coods and services which 
could be given them vnihoui any adverse effcci on economy. 

Imbalance in TtiE Balance or Paxments 

Hisad' aniages of a tonlinuontljadire balonerof paytnfrU Aconti 
nuously active balance of payments is generally i ot considered a cati<c 
for any alarm There has lieen ooK a single instance of Sweden 
where favourableness of the bolancc of payments was considered 
against ihc interest of the economy It vvas argued that active 
Mance leads to import of gold, v%hich implies locking up country s 
tesources in a barren investment, an investment which does not yield 
tny income Moreover, an active balance niav produce inflation at 
home If gold is imported ant! the country u on the gold standard, 

‘t Causes a rise in pnees If Isabnces are built abroad, airtency lias 
to be issued at home to make payments to those who have exported 
If the active balance is a continuous feature, inflation might very well 
get out of hands. In die igbi of these views, it is contended that a 
continuously active balance of payments needs lo lie corrected The 
jnethods suitable for the purpewe arc just the opposite of the methods 
by vvhicli a continuously passive balxncc of payments can be corrected 
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As the latter is a more alarming phenomenon, it is prefciabic to 
study these methods teith reference to a passive balance of pajmen . 

Disadca’ilages of a conltnitously passive balance of papmcnls. Ad* 
versity in the balances of payments can be met by reducing balances 
•abroad or by borTo\ving from outside. No%\, obtdously, netther 
has any country unlimited balances nor unlimited credit in the foreign 
countiies. The third method is of cj^orting gold. But stocks of go! 
in any countrt’ are not unlimited, either. Thus continued adversU' 
m the balance of paranents has to be corrected. It has to be corrccte 
utucli before the stock of gold in the country’ has Irecn p:haustcd or 
has become %’cry slender. Gold is, after all, a medium of intemaUona^ 
payments. Also, in some countries, at any rate, it is a source 0i 
.confidence in the home currency. Hence some stocks of gold must he 
.conserved. ■• 

Methods of correcting an adverse balance of payments. Tlius if tr 
.country is faced with an adverse balance year after year, some steps 
.become essential to coiTCCt it. Methods for correcting an adverse 
balance of payments may be classified into monetary’ and non-monetary 
methods. In monetary methods we include reduction in the external 
value of tire home currency’ and raising the internal ^•alue of it. 
Non-monctary methods refer to \ arious devices tvhich restrict imports 
and those wliich encourage exports. Restriction of imports, hot' ever, 
plays a more prominent role. 


I. Monet.-\ry Methods of Coerectikg the Ahvtpse 
B.vl.^nce of Payments 


Effect of fall in the exchange value of moiuy. Befoie \vc discuss the 
monetary methods of correcting an adverse balance of payments, 
it is advisable to clarify one point. Suppose the exchange rate of 
. our home currency falls. This means that our currency has become 
cheaper for the foreigners. Assuming our prices to remain the same, 
. our goods become cheaper for them. This encourages our exports. 

Also, a fall in the exchange rate of our currency implies that foreign 
. currencies have become dearer. Given the pi ices of foreign goods 
in their respective countries, they' become dearer for the residents of 
our country. .Our imports, therefore, shrink. Increase in exports 
and shrinkage in imports arc thus, the immediate effects of a fail io 
the exchange rate of our currency. 


Will that mean -more foreign earnings and less foreign debits. 
It all depends upon-thc dnsticitics of demand for exports and imports. 
If the elasticity' of demand for exports is unity', quantum of exports 
•vvill increase but exp opt, earnings will remain tlic same. If this elt**' 
tidty is less tlian unity', exports trill increase but total export e.Tining’- 
wll he actually' less thanybefore. Total export earnings tvill increase 
only if the elasticity of demand for them is more than unity. Simi' 
■T total debits for our imports tvill decrease only' if the clasliciiy 
eTrnfJ them is more than unitv. Hence total export 

the payments for imports tvill fall only tviicn 

nc demand for our exports and imports is clastic. 
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Conscqu ntupona f-Ulm die exchange latc, 
chcaixT for for igncrs and jn.i>orts l^me ^ 

IS. however, what happers immcdiaielj Ultunatclv, 
demand for exports an^ imports bnng about ^hang« tn ^ 
vvcll as forci-n pnee levels ‘ \fter some lime, prices at li^e 
ns- and pri^ abroad fall Imiial advantage vviU then 

£t The^only (race left valllie the new busincM contacts 

with puiehasL of exports As a result of these contracts some 
of the gams m increased exporis may sticlc on 
Conclusions are Fir.t. that inmWiate 
mgs and fall in import obhgaiiom d^d upon “ c 

for exports and imports respeelivel^ > sccon , good 

bound to disappear and ultimate is m the m^an- 

business contaVis have l«en created m foreign markets m the mea 

while 


Let tu now consider the monetary methods ~ 

, m hoSTuUc;-" iSt £ 

exchanges, tliat is, the exchange .Ug market In case the 

to be dcterained by the d?roand for home currency a 

balance of payments it adverse, U c cxdiange banks come 

te th... .t/=uppl, A. 

more people with honw tmd demanding heme cur- 

,Kan ,V Wpl- to S *' I-™' '°”r 

rency o? home oOTCncy m 


rency Banks dicreforc, i^n i ciirrcncy - 

In other words, called dcprcoation Depreaation 

roreim currencies falls val« of currency brought about by the 

nuy^ defined as t Wl deroaml m the market As 

exports and a reduction in impor 


:ts and a reduction lu • i~ , t. i » mher 

Now .opp»o •h'xis?x"hir«,o™ W.OS -w 

latter means a deliberate irdu ,« on the go’d stardiird 

moneury aulho’aty In lie effected by ^pi^S 

and so arc other counin^, dc contents ire reduced The 

the home currency so that its go jj j* ihe same as that of 

ofT-ct ord«->Ioo.ioo oo tho P;'X "Soosomm E.,po.B 

deprecation, '>ncc boili arc redu between the 

are enequraged and ,^l^«ofpa\mcnts may K bndged 

omd„ ood dcb,t colomo. m d,c to o„~ “ j of homo 

2 Drjlilw^ Just O! o “ L itioo of paj-mooB. “ 
-currtmey lends to correct Internal value of currency 

a rise m the internal value of curr en^ of pnet-e by contracting 
» raieed by hanging do^ the ^^^^j^UdVSudied the metho^ 
5tl?contdby'S?SS..Soh Oooo,momorU.«omoa.od, 


“llTExplaiiauw. for thu xrin,1* suxn in the nol chspteTv 
20 ' 
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may 1 >j cmpiov cd to deflate currency. As the pric« fall at 3iome. 
foragners purchase more of our goods and residents of die 
couniiy also shift their purchases to home products. Expom mus 
increase and imports falJ. botli adjusting tJicmsclycs to cachoinec. 

II. Xox-Mosetary Methods or ComtEcnKG the Advakcx 
BAIJ tXCE OF PaYSSENTE 

The purpose is to encourage exports and discourage impons. 
Enc<ju:agcincnt ci exports may taLe tlic form of Ixiunties orstihsiaie' 
or other facilities like losver transport charges or o.cmption from 
excise, etc. Restrictions on imports may also take 'evcral forms and 
may be imposed for purposes other tlian correction of the balance© 
payments All these methods deserse a detailed treatment. 

1. lilPORT PrOKIPITIOXS 

Recsonsfor iir.pori pTvkibillon. Import of certain goods v.hich are 
corkidered non-cssenlial or less important may l)c prohibited as a 
step towards correcting the balance of payments. Import prohibition 
may also be imposed for oUicr reasons. Imports of arms on private 
account may be prohibited for reasons of security , of ccrlam drugs fot 
their harmful eficcts, and of obscene literature on groimds of morality. 
Import prohibitions have sometimes been imposed on foreign products 
to encourage or maintain tlieir production at home. If iropotj"^ 
of certain rpanufactures arc prohibited, exports of thrir raw materials 
mas also be prohibitfd to bring dossn their pricfs at home. 

2. Customs Ddttes 


Export diitirs. Export duties may lie imposed with a vitv. to 
lov.ering prices at home. Usually, hots ever, the purpose of tlietf 
imposition is to bring rex enue to the gc\ emment. Hence such duties 
arc comparatively' lotvcf, and a^so fev.er. 

Import duties. Import duties arc much more important. If 
they arc imposed just to proxaae the State xxith some revenue, these 
arc called revenue duties. But , if the purpose is to afferd protection 
to home industries, they are called protectix e duties. As even revalue 
duiifs afford some protection to domestic industries and, on the othef 
I'pnd. cxen protectiye duties (unless they prote prohibitive) earn 
some revenue for the government, the distinction is not very clcar-cut- 


^ . Customs duties may l>e levied as p'r unit of the commodity d" 
OT price per unit of the commodity. Duties v, hich are fixed as a eix-en 
sum per iimt, arc called specific duties. The unit may' be ddinea 
in tcTTO' Oi X'. eight, area, volume, or some other specific dcscnpfioti' 
Dutie::,. v.hich are levied as a fixed percentage of the price of the 
terxmoaity. Are called cd catx/tan duties. 

^ important duty is levded, bux'ers pay' a higher .pn» 
s.^^ilcsehers receive dToxCer irffee, dffibS.de in the duty' going ‘fo tho 
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govcnimcnt Thus dcrtiaiul ai homt^ as s%c It as supply Irom abroad, 
extracts It IS, tfierefort, held that import duties arc a \cry 
cfTcetit'c method of correcting the balance of payments In most 
cases lhc>, of course, prove an eficctiie treapon But ct ts not 
certain that they would always piosc eljectne As duties are 
lc\ied, people may spend less on foreupi imports But the part of 
income thus released may be spent on goods whicli were being 
exported In a such case, exports also fall Or, the sums mentioned 
sliove may be spent on those imports which ire tinlaxed or /css 
taxed Tot'd imports mny, ilius, not dimmish 

3 Q,lota Systesj 

dfranin^ Qiiota system refers to qAantiiativo rcstriciion of 
imports It may be thit a ccriun fixed quantity is allowed to be 
imported duty free or upon payment of a loiv rate of duty, additional 
imports being permuted in tmlimitcd amounts upon payment of a 
higher rate of duiv This is inowai as tanf quota ^Vhcn there is 
exchange control, and the exchange authonty releases only a limited 
amount of exchange for the import of a commodity, u is called an 
fxeftan^ quota Tiic system of exchange quota has b«n STry common 
in recent yean as a large numbci of countries have adopted rxcliange 
tontrol Problems of exchange quota arc the problems of exchange 
control which we shall discuss presently An important form of 
quota system is the method ofimf-ott quotas, m whicli a fixed qurntity, 
and no more, is allowed to be imported This «yatem was first adopted 
hy France m 1931 By 1931 she Imd fixed qiioias for mtur than 
sewn thousand items 

Allolm.nt of quotas Whm an import quota is fixed on a global 
lusis, I ( , without reference to the countries ol origin, there is a dis- 
tTiminauon m fasour of neighbouring countriB, since iheir goods 
can arrive caifier than the goods of distant countries In global quotas. 
Supplies are nor evenly Spread orer the v'liole period, large quantities 
ore rushed info the country nt the beginning of the quota period 
3Vhen the quota has been imported, the remaimng goods which have 
already arnved at the ports or are on their way, rot for some umc at 
the ports and then travel Iiack This is a source of loss as well as 
embarrassment to dealers It i<, therefore, proper that quotas are 
allotted. Blit how? 

If the quotas are distributed among the importers on die basu 
of their imports, it freezes status quo It mahes it impossible for the 
new entrants, however adventurous and promising, to share the trade 
Ttwastoavoidthis that authonues m India have been car maikinga 
part of the quota for newcomers and the rest for established importers 
The fact, howevTr, remains that the «iabJisbed importers get the 
lion’s share 

Quotas may be allotted to dealers in exporting countries. 
In that case profits, which ansc from a higher pnee in the 
mporiing country, are apt to be poeieted by the traders of the 
exporting countries. 
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The most important cficct of fixing a quota is to divorcc 
price irom foreign price. As the quantity imported is not srilcv»ed 
to adjust itself to t!ic price prevailing in the home country, this ptjtre 
com*^ to stand higher than the price in the exporting countiy (or 
countries). The profit-margin is thus iarge and is cnjot.cd hy 
to uhom quotas arc allotted. Fixture of quota is, therefore, a Kind 
of discrimination rithcr in favour of neighbouring countries in 
favour of allottees of quotas. This discrimination can be avoided if 
import licences are openly auctioned by the government and are tnaW 
traWerable. Tliis method has not, hovrever, yet been employed 
hy anj government. 

Mmls of qvoia ^•sUm. Certain merits have been claimed for the 
system of import quotas. If a countiy' decides to import a smallrt 
quan'ity of a commodity, it can achieve this objective by smtafay 
raising the import duty. Untexacllj how much increase in import 
duty will suit the purpose, is difficult to determine in practice. Method 
of import quota, on the otlier hand, is a very certain instrument for the 
ptirposc. Moreover, changes in import dudes involve daboratc 
leghladve procedure. In some cases the requisite increases in import 
dudes may be extremely high. Or, import dudes may be bound by 
treades and it may not be possible to raise them. For all these reasons 
fixture of quotas is easier and preferable. Also, import quotas sra 
not subject to genera! clau;>es of agreement with foreign countries. 
Import quotas are a better method than import dudes, of checking 
unemplosment. They are the surest instrument for ensuring that 
prices of imported commodities would not fall in times of 
deprecsion. 

Demerits of qiwla ^slem. Import quotas are, however, very 
injurioas to international trade. They are ranked among the most 
restriedonist devices. They violendy interfere with the free func- 
doning of price mechanism. Another demerit is that, though quota 
system like import duties, reduces impo-ts, yet wiiile import duties 
bring a revenue to the government, quotas do not. ?»Ioreovcr, a' 
w e have nodeed abov e. they lead to concentradon of imports in the 
earlier part of the quota period. Globa! quotas discriminate against 
countrie-s. If quotas are allotted to importers, long-established firms 
enjoy windfall profits while new entrants suffer hardship. If quotas 
are allotted by countries, profits go to foreigners and it becomes 
difficult to ensure that exporters would send good qualifies of goods. 
In fact, rigid quotas arc much more irjurious than tariffi as they 
^violate competitive market process and are not consistent with 
equality of treatment. Method of free auedoning. mentioned above, 
may reduce its evil effects, if there are no secret quotas and the date 
and avenue of auedons are given full pubSdty. 

4. ExcHAitCE Coirraor. * ^ 

IVlMt is cr change control? The term ‘exchange contmi’^ may 
j^stretched to mean any intervention on the part of authorities in die 
v,.,wo.Mr.gorthcfo’-eign excharge market. Forinstance. thegovern* 
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in tlie balance ot payments in these circumstances threatens to exhaust 
reserves of gold and foreign exchange which are, after all, meant to 
meet only temporaiy' deficits. Deflation'in such a case would incrc^e 
unemployment which is airc-ady large. Devaluation, if aaopteo, 
has to be a continuous process because foreign currencies are constantly 
depreciating. Raising of tariff rates or fixture of quotas are considered 
too slow or too cumbersome. The country has to take rCsort to 
exchange control. 

The thud circumstance is wan Exports shrink while imports 
for mili tary' requirements have to be stepped up. And there is shortage 
of shipping space. Ivloreover, the country' concerned caimot alloi' 
national currency to fall into the hands of the enemy. The government 
may' introduce exchange control, using the limited foreign exchange 
in the manner in %shich it deems proper. 

Once adopted exchange control becomes comprehensive. Exchange 
control in recent times is-as first of all adopte-d by Germany m 
1931 to stop the flight of capital. It -ivas soon realised that once 
exchange control is instituted, it must be made comprehensive. 
Of course, the purpose rvas to stop exports of capital, but that purpose 
could not be properly serv'ed unless all precautions were taken against 
evasion. Exchange control is thus accompanied by trade control, 
hloreover, the bureaucrat enjoys the exercise of his power. Once he 
is given some powers, he endeavours to extend them and succeeds in 
introducing trade control on the plea of precautionary measures. 
An important reason for the extension of exchange control exists in 
the fact that exchange control severs the link between domestic prices 
and foreign prices. The government can adopt independent fiscal 
and monetary policies. It is in a position to raise internal prices’ and 
yet kerp^ the currency externally over-valued. Independence of 
fiscal policies and retention of over-valued rates of currency become 
^ much the aim of exchange control as stoppage of capital exports. 
In fact, since 1945. they have been the main objectives in many' 
countri’s. 


_ Spread of exchange conlrol. Moreover, exchange control is infec- 
tious. Once adopted fay some countries, it tends to spread. Exchange 
control countries desire it to spread because they' wash to make the 
nmximum use of bargaimng power whicli exchange control gives them- 
Moreover, an exchange control country has a high %'aluc of currency, 
and it is easier to trade at high rate when other currendcs arc rising, 
or at scast arc not falling, in value. Another reason is that trade 
among the exchange control countries increases and tlicy divert 
meir trade Jrom free exchange countries to exchange control countries, 
r rce <utchangc countries find their important markets .shrinking and 

thus prefer to join the ring. 


The government of an exchange 
and linds iteclf in a position to adopt independent monetary' 

-duce 1 °*^' ^^^'trally, it follotvs an expansionist policy to 

4 mploym'-nt. Internal price hvc! thnsrhes. Exports become 
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commodity from country 5, but B's currency is not available m the 
Central Pool of country A. Then country' A must insist that country 
B accepts payment in A^s currency. Country B may agree to accept 
it because of shrinking markets. By assumption, country' B has 
little demand for A's goods. Thus a blocked balance appears m the 
Central Pool of country B. It then tries to spend the blocked balance 
by making purchases from country A even at lughcr prices. Thm 
uncollectible balances, rather than comparative costs, come to 
determine the direction of foreign trade. Bilateralism, or even 
barter, develops. 

It is sometimes said that exchange controls lead to shrmtage n 

mUrnational trade. Every' exchange control country leducco its im- 
ports and, because of higher int mal price lev'e', export, a'so decrease. 
One cannot, however, be dogmatic in that respect. We must take 
into account the fact that trade is souglit to be encouraged by agree- 
ments, private compensation, multiple exchange rates, sulisidics to 
exports, etc., etc. All that can be said with certainty is that trade is 
div'crted from its natural course into artificial channels. Considerations 
other than cheapness become important. Q,uandty of international 
trade may or may not diminish, its quality certainly deteriorates 
and the benefit of such trade is less. 

Tlie real dcfcnc of the exchange tontiol lies in the circuinslanrcs 
which lead to its adoption. It is specially suited for dealing witli the 
problem of flight of capital. It may be said that exchange control 
stops imports of capital as well. But that question is not important, 
because fresh capital could not be expected under the circumstances. 
^Vlicn capital is fleeing from a country, only a stupid foreigner would 
make a new investment tlicrc. Exchange control is also the only 
effective remedy' for a chronically passive balance of payments in a 
period of acute depression. Moreover, it enables a coimtry to follow 
independent policies at home to reduce imemployment. For countries, 
which arc engaged in a war or which have adopted methods of plan- 
ning for the dev'clopment of their economies, exchange control is an 
effective instrument to make the best use of their limited earning' of 
foreign exchange. Incidcntly, exchange control provides protection 
to many industries, enliances coiuiiry’'s strength in trade liargainin^j 
and enables the gov'cmincnt to earn revenue by' keeping a margin 
between selling and buy'ing rates of fotcign cuncncies. Modified b>' 
private compensation, and clearing and payments agreements, exchange 
control is hdpful to those countries which find its adoption unavoidable. 

5. AnMiNis'mATiVE dkv'ices 
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On economic grounds, permanent protection is not lecoromendcd. 
Ticncc, though protection may be recommended for some penoo, 
yet Free Trade must remain the general policy and the ultimate asm 
even tvhere protection is approved. 

Protection has variously been recommended on pounds 
•development of infant industries, self-sufficienc\’, diversification oS 
industries, extension of employment opportunities, govemrnmt 
levenuc, and pro\iding cover against dumping. We may consider 
these arguments one by one. 

1. Infant Inditslries. An established industry enjoys a superiontv 

-over a ncsslv started one in many respects. It can get skilled, trained 
and experienced workmen and entrepreneur'. It has established 
contacts with sources of raw' materials as tvell as with sellers of its 
product'. It may have made available to itself means of trampo’’^' 
A new industry' has to acquire these facilities, contacts, and experienre, 
and all this takes time. It may be that, considering availability of cheap 
lalxiuf, capital raw materials, pow'er, market, and suitable climate 
for the jiroduction of a commodity, country A is better placed than 
country B, but country B has the advantage of having somehow 
made an earlier start. In these circumstances, if an endeavour is 
made to start the production of that commodity in country A, the 
attempt may not succeed. The new industry may be nipped in the 
bud in competition with the mature indastry of country' B. It is in 
Mich a case that the inlant industry of country' A is recommended for 
protection for a period till the requisite contacts, experience and -'kill 
have been acquired. 

Obviously", the protected industry' would in the initial stage l>e 
producing at higher costs and the home consumer would be paying 
the penalty in the form of higher price. This is a sacrifice which the 
present generation makes for posterity'. When the huroles have liccn 
crossed, the home industry woulc be in a position to do without poi- 
tcction and easily compete with the foreigner. Without piotccfion 
this industry eithei could not come into cxi'lencc, or would have 
taken a longer time to establish itself. Colbert righdy likcmd 
protective <hiti's to “crctches to teach the new mantifacturcrv 
•to vialk.” 


Theoicticall 

-lltimately M...,,, u.m mja, a* viv r-juinj. J 

however, many difiicuitics arise. In the first place, it is difficuh t’ 
ascertain which indu'tiy would in fact be ullimatelv able to wiihstatu 
fon'itm competition without protection. Secondly, proieciion '-'f 
'oUrn lulls liome product rs to a 'etjse of complacency. There rrrMiiv 
J ‘ ' induiyment to efieci improvt ments in the methoels of prodtn 'ion 
rn »'i important difficulty' has bocn summed up in tije w'om* 
"11 infant, ever an infant**. \*e'"ird interests ari''' and th'"}' rt''* 
''f' ri'duetion in, the proteciivc l.iriff. Ffotteti'i* 

>r,v P rmanent hurth n on the cfm'umer viih-t " 

t O' mg evnn, p cscni o’- rutti.'e, to *!"• ro'in'ry'. 


_ . the case for protecting infant industiics. whuh 

••an ultimately 'tand on-their own legs, is vrjv' sound. In praciie'", 
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If all, or man>, couutncs try the method of increasing emploj- 
meni fay re^Iucmg imports, the only consef|wcnce would be a reduction 
in international trade and dnrersion of factors to le«s productive use^ 
iVoduction and cinplojincnt will fall etxrya^herc 

As protfctiac duties are levinl, prices of import commodilics 
nse and so docs the cost ofliving Real wages Lll If trade unions 
arc well organised, !he\ will clamour for a ri>>c in moncj wages 
If money wages increase employment in the protected industry may 
not nse or rise kss, and emplowiient in other mdustnes may fall 
There may be, on the whole, no increase m employment — or there 
may be an actual decrease 

If, in spite of protcctiat duties, money wages do not nse, there 
tnll be more employment as a result of reduction m real wages 
3ut if more employanent is to l>c achieved by a reduction m real wages, 
there are better methods of doing ihir \fcihod of tan/T increases 
IS not a good method for that purpose, as by th s resources are divert 
ed into improfinble channeb 

The conclunon is that by prouciisx duties rmployrocnt may not 
increase If at all it mercies it niav be because ot reduction m iral 
'■•■ages It 11 advisable to use alternative methods of reducing un* 
«nploytBent tlian tlie method of protective daiies 

5 Gecfriimrnl rn-r/tur Protective duties, in addition to provid 
ing encouragement to irdustries, bring revenue to the government 
In the balance sheet of protective dunes, therefore, larger government 
earnings must be set on the credit side However, it is uncertain if 
pfotec xve duties will really increase die revenue oJ the government 

Consider the case where revenue duties existed before the rate 
•of duty was raised to make it protective duty Total earning from 
this tax dqiends not only on the rate of duty but also on the quantity 
imported If, as the rate is raised, the quaniiiy imported contracts 
more than proportionately, total revenue from this item will be less 
than before If, on the other hand, large quanuiies continue to be 
imported, it means that the duty a not high enougli to give protec- 
tion to the home industry The two aims of protection and high 
^iVOTimcnt revenue arc mcompauble. 

In case protective duty is levied where there was no duty before, 
some revenue will result from this item Buteonsumen will pay higher 
prices for imports and thus their taxable capaaty is reduced Hence 
ihougli revenue from this item increase’, total revenue mav not 
increase If, however, the duty is on such imports as the home 
producer can ulnmatdy replace, lo tlielongrun prospenty — hence 
taxable capaaty — -will increase 

6 CopsT agauut iuntpins Wchav'C already seen that there are 
three possible causes winch may lead to dumping • The producer 
yughl have overes ima ed the demand in the home rrarlcls and now 

2 Oiaptrr 3CVI. 



prefers to sell the excess amount in some foreign market rather than 
spoil the home market. Secondly, may be that the producer _ is- 
undcrcutting his rivals to weed them out. Oi, lastly, dumping' 
may result Irom the fact of increasing jetums. or from difference in 
marginal revenues in the two maikets at single monopoly price. 

When a producer dumps his product to avoid spoiling the home 
market, that means he spoils the foreign market. Tlie country', in 
svhose market the product is being dumped, will be w’ell advised 
to protect the home industry by levvdng a high duty on such impor.s. 
Similarly, the purpose of the producer, who undercuts his rivals, is 
to ultimately eliminate competition and then to raise the price. 
Temporary gain from lower price is insignificant against the ultimat* 
loss from a higher price. Against such imports also protective duties 
may be levied. When, however, the producer produces more to 
benefit from increasing returns or differences in marginal revenue, 
and sells in the foreign market at a lower price, the benefit of lower 
price promises to be a permanent one to the country to which the 
goods are being dumped. In such a case protection w’ill mean 
denying the country the benefit of cheaper imports. 

Protection against dumping can, therefore, be recommended 
^vhen dumping is a temporary event. If dumping promises to become 
permanent, protection against it is harmful to the interests of the 
country- But in practice, it is well-nigh impossible to determine the 
exact cause and nature of dumping. And it becomes difficidt to decide 
w’hethcr it be protected against or not. 


ExpvNSION of INTERI^ATIO^Al- 

Causes of increase tn international Uade. Some factors have been at 
work during the last one hundred and fifty years, which have resulted 
in the expansion of international trade. The most important of these 
is the dev'clopment in the means of transport and communication. 
Telegraph, cablegram and wireless transmission, on the one hand, 
and steamships and aeroplanes, on the other, have brought countries 
very close to one another. Time and distance having been thus 
annihilated, trade contracts between countries have naturally increased.- 
Secondly, opening of the Suez and Panama Canals has shortened 
trade routes bringing an econotny of thousands of miles of carriage. 
A third factor has been the itrereased international contacts rcsirlring 
from colonialism as well as international conferences. British rule 
in India did result in more trade between India and Britain. Similarly, 
relations like those between U.S.A. and Philippines France and her 
dependencies, Britain and her colonies, provide opportunities to study 
each_ other’s import requirements and export availabilities. The 
tirst international economic conference was held in 1927. Since then 
many more conferences have been held which have often brought 
countries together to discuss their mutual require* 
ion O'^ganisations like ECAFE (Economic Comnus- 

Asia and Far East) and OEEG (Organisation For European 
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Fconotmc Co-optration) have frequently btcu iliscussing uid 
recommending methods lor promoung trade nmong coimtncs ol then 
tfspccUve regions Another important (artoi has been advance oi 
riMiisation Itself The number of commodiiies produced tn the world 
IS prcgrtssively on the increase And along with it w-ints have aho 
gone on multiplying Bi fore the mneieenth century, neither were 
things like motor-cars, radios, tad and air Iraveh, etc , available 
nor did people, \erv naturally, budget to spend on them The list ol 
new comniodiucs is formidable With their coming into existence 
intematjonal specialisation as well a« initmationaJ interdependence 
has increased 

Commercial trtalits Commercial trcuics aie dchlicratc efforts 
on the part of countries to promote mutual tradi The treaties mav 
relate to consular matters rights of forctgiw rs, execution of customs 
relations and other allied matters rconomist* have, liowcver, 
conic to attach a restricted meaning lo the expression In Fconomic 
the term “commercial treaties’ rcf«rs to agreements m respect ol 
taiifT rates, quoUas, or exchange restitciions Agreement m lespeci 
of tariff rates may U called tariff agreements and those in lespcci oJ 
quotas and exchange restrictions may be called iratlt agreemnits An 
agreement between two countries is a bdatiraf treats in disunaion 
to a multilateral iready which is among more than two countries 
A mululatetal triads mas be a coUceiivc agreement betssecn an 
ouoaated group of countries like members of the Commonwealth 
of Nations, or it mav be an intcniaiional convention tn whielta 
inajontv of thi on ntnes ot the in» hi aie Mginiones 

\fM fizroartd kHuk claure An impnriini chiise in inosi i f ih 
Commercial treatK' ts what has oime in l>e known ns the most 
favawirnl nation (min) c'auw If ihis rbu « is « inljucn tl 1 1 a tn its 
WtssTcn country A and eotmtry B, then cownirv <1 promises loarroid 
the nationals and tl e goods of countrs D irratinnu which a not 
none than the trratmeftt it gives m ihe rniwmjs and ihe goods 
of any other country C Similarly dors countrv D Tlirrc may l»e 
a pure mosi-fasoured nation clause treaiy or the ifause mas I*" 
induded in other commercial uea'ies Inclusion of the m f n ciiuse 
m most of the commercial ireiliej has liern an imporuiu factor 
III IicJping towards extension of inirmatioml trade 

Agreements to accord rofn imirurm iiave been acclaimed 
as the most suitable jiolicy for many cuiintiics Free Trade csmntnea 
have no concessions to gisc. AH that they hase to offer u a f»ri>im-e 
ahat they ssould not levy any duties or would not raise resenuc duties, 
Most-Lavoured-natioii iy*icin » appropnan to their requirements 
Tho system abo •uiis those countries which are particular to keep 
-their fiscal autonomy inuci It permits such anmines to nii*c import 
dutifs Or levy new ones only if there w ik« divcrimination against die 
agreement countries. In fset, the clilcf merit of the m fji system il 
tliat tt stands for cquahiv of treatment and rlimmatien of ditcnmios* 
Uoa 
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Conditional and unconditional m.f, n. clause. Jvfost-favoured-nation 
clause — the promise to treat imports irom the agreement country no 
worse than imports from any other countrj' — may be of unconditional 
YarieU*. In case it is unconditional, if one of the signatories to the 
agreement gives any tariff concession to a third countrv', the other 
•countTV' immediately and automatically becomes entitled to it. If it 
is a conditional m. f. n. clause, concession granted by a si^atoty'to a 
third party can be claimed by the other signatory only if the latter 
gives to the former the same or an equal concession which the third 
party has given. 

The chief argument against tmcondifional form of m.f.n. clauses 
is that it reduces the possibilities of further treaties. Further agree- 
ments^are either not concluded, or only limited concessions arc 
c.xchanged. Protasions are cleverly worded so as to circtunvent in all 
possible ways their extension by m.f.n. clause . Countries are reluctant 
to participate in international conventions, as non-participants can 
claim concessions as a matter of right and svithout giving any conces- 
sions in retiun. Negatively, it is also claimed that even if condi- 
tional m.f.n. clause does not promise equality of tariffs, it docs offer 
•equality of opportunity. 

Protagonists of the unconditional m.f.n. clauses hold that the 
conditional variety is the very negation of the most-favourcd-nation 
treatment. We are well asvare that “equal concessions” are difficult 
to define. There is no olyective standard by which equality could be 
established. Suppose, for instance, countries A and B have an m.f.n. 
agreement and country A lowers import duty on wheat from country C 
v/hile country C lowers duty on toys from Country A. Now, country B 
may be sending v.'heat to country A, but may be importing sugar, and 
not to)s, from country A. Hov.’ much reduction in duty on sugar should 
be considered equal to a given reduction in the duty on toys, is not 
possible to say. Moreover, the basic aim of m.f.n. system is that 
neither of the parties is, in matters of trade and tariffs, discriminated 
.against by the other. Conditional form of m.f.n. clause docs not rule 
-out discrimination. And neither does it simplify trade nor eliminate 
econornic conflicts. Lastly, conditional clause proves unfair for those 
countries which have very few or very low duties. Such countries 
have few concessions to offer and thus cannot benefit even from m.fo- 
system. 


Trade agreements. Tariff agreements cannot solve the problems 
of import quotas or exchange control. For that purpose trade agree- 
ments arc appropriate. Like tariiff agreements, trade agiccments 
may also include a most-favourcd-nation clause. India has m 
TMcnt years concluded trade agreements with some twenty coun- 
■^es and all these agreements include a most-favoured-nation clau^- 
- ° one of these agreements arc attached tv.’o schcoules 
mtiicaung the export availabilities in the hvo countries. Amounts 

commodities are .specified in respect of tv hicii tlie Uvo 

es promise to issue import and export licences, proi-idcd dealer 
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•* binding that tlio>c atnounts must bi 
<niportccf TtuJ onij oblifjation k that the authontics svoufd not 
Tcfnsc licences up to apenfied amounts 

Rial ptomoUn of it^ernaltonal trade It must be clearly borne m 
nuntl tliat trestles by tliemaclves do not create trade All that they 
can do « to create a proper atmosphere for the tJcvcJopincnt of trade 
PaliUcal swbihiy and place, high level of outpfit and employment, 
and the will and dctcnninaiion on the part of the dealers to make 
the fullest use of international s]>ecialisatton, ore some of the factors 
xvtuch determine the extent of intcmttional trade 


■29 



CHAPTER XXXn 


FOREIGN exchange 
F itELninsrARY Goxsiderations 

Meaning of ex cnange rate. Just as there are markets for purcha‘ ' 
and sale of ronmodiucs, similarly there arc markets for the purchase 
l.J,?°‘4^^'SnjRUTencics. These are knotvn as foreign exchange 
. ” 'r value, which a umt of home currency commands ip 

S! ^encies in such markets, E known as the foreign 

lie ei—i^ ^^ough the exchange value of home currenc%' can 

all foreign currcnci^, yet 

rate same value. For instance, exchange 

c.xpressed as l/Stli of a dollar, or I/15th of a 
dollar- the ^ pound wall also be e-xchangeable for three 

a cu™ ^ressions refer to the same sTilue. Foreign s-aiuc cf 

^tSSTrS’es 

Assumptions. In the discussion of foreign c.xchanies we shall 

WeThair ^ 

1 w-iU b» ^-monev and R-mones'- 

of .h" "■» 

m coiTiTmnrl^mere B ' ' , ' ^ Unit of .d-moncv -comcs 

risen. rate will be said to have 

for le=s or.ff mon^’- ^ h ^ quantity of yl-momy exchanges 

lor le.~i of R-monej-, e.xchangc rate will be spoken of as having fal4- 

Demand and supply. A casual view of forrimi e.\-changc operations 

J-iioncv tin- cltniiind for 

Ona little r£"flf*rfm^^ h demand for ^-moncy. 

R-mon^w ^ rcalked that the demand for 

sunoU or V^r,Zr?°'^U ‘h'^s.upply of ^-money, and that the 

A ^'rchascr of forciVn ‘curmnev i demand for ^-moncy. 

f.4-monei.’l Jn r li>-moncy) offers home currency 

k the-efo-™ .rhniilf'^ Of It- A supply of homc currcncv (j1-moncy) 

demand- for foreign 

he df-sh-'es to ^,rrul'l ii ^ quantity of R-monty wfiirh 

wliich he offl^s Pnr‘ T meam, fs tin* amount of /1-moncy 

ni^«and £nin,S rate of exchange towcen 

bf said to have so’d flit 'vho purcfiases ten dolfars can ako 

dolIaiT^JS'^ s^ntv a pmdiaser of twenty 

of forHr-n cis'-rcnVi^!^^,. hundred rup^-ns. Convtrsrly, a <•< Her 

~ ^ for home currc-ncy. 
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Thus there are two factors in\ol\td tn detcnruning the value 
of a currency These arc the supply oi it and the demand for it 
Exchange rate of a currency is determined hy the intcracuon of the 
forces of us supply and demand Equilibrium rate is one which 
brings into balance these two sets of forces 

Marktl TaU and normal rate There is an eKchange rate at which 
equilibrium is established between demand and siipplj on an> 
market day Such a rate is the market rate hlaikct exchange rate 
fluctuates from day to d ly on account of changes in the conditions ot 
demand and supply Dm tlu re i$ a level round whicJi these fluctuations 
occur and towards which the market rate is always lending This 
level IS called the normal rate 

Dtfftrent thrones \Vlien a country is not on a metallic standard 
and tilt, government docs not regulate the txchangc rate so that it is 
free to move, delcimmation of ihc market rate is explained by the 
Balance of Pavmcnts Tlicory and ihedctcrirunaiion ol the normal 
rate is explained by the Theory of Purcha mg Power Panty In 
respect of exchange rati* between cotintrics on the Gold Standard 
or any other monometallic standard the relevant theory is the Mint 
Par ofCxdiange Theory Wc shall take up the latter fi«t 

Mint Par of Exchange Tiieor\ 


Mint Par As lia> already been observed, tins ihroiy exphitns 
the determination of exchange latc betwetn countiies which are on 
the same monometallic standard Our twx> countrie* /land are, 
llierefoTc, now on the gold standard <ay, the gold riirrencv standard, 
to concrete Both A money and ^ money are gold coins which 
Canbe melted and can lie coim^ freely Also, there u no rcs’nction, 
'ihatsoever, on gold moveroenis between A and B 

As cxplaincilin Chapter XXVIII, exchange rate liciwern die 
two currencies will depend upon their respective mint values A 
given quantity of gold is convcrUble ai the mint m country vl into 
One unit ofjf money Ifihc same quantity of gold is coined m country 

B into, say, five units ofiJ money, ihcn the rale of exchange will be 1 5 
It can neither be higher nor lower If the rate is higher, say 1 6, 
people Will excliange A monrv for B money, nuU it and ofTer the 
gold thus obtained ter mmting in country A As B money is melted, its 
supply decreases and its value wall rise More of A moniy is minted, 
ihercTorc, its supply increases and its value wall fall As a result 
■of both these effects, value of a unit of A monty will fall to five units 
of B money C^uitc similarly, if the rate is lower than 1 5, gold will 
M exported from country A, which wajl increase the quanuty of 
B money and reduce that of A mrney The value of A money v«U 
Thus the rate of cxcliange cannot, for any considerable time, 
^higher or lower than 1 5 The rale of excliange thus is abhshed 
^vveen the two currenacs »n accordance with their mint rates u 
snowai as the mint par of exchangf. 
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Specie points. The above anaij'sis ignores one important factor. 
It is tne cost of transportation, in the wder sense of the term (i.e., 
including customs duties, and banking, insurance and other charges). 
For instance, suppose the amount of gold contained in one unit of 
.4-monc>-, cos.s ^ unit of if-money to transport from one country 
to the other. Incn the rate of exchange may fall as low as 1:4} or 
may lise as high as l:5i. Let us explain this. 

A resident of country A, who has to make a payment to a dealer 
in country 5, does so either by exporting gold or by purchasing a bill 
of exchange. Suppose the bill of exchange is available dear, say, it 
is available at the rate, 1 :4}. The choice is then between procuring 
a command over the foreign currency by a bill of exchange at the 
rate of 1 :4} and procuring foreign currency by export of gold. By 
melting^ a unit of his currency, he procures gold svhich will be 
convertible into five units of S-money, but in doing so he has to 
incur a cost of i unit of 5-money. In effect, thcrciore, he gets 4} 
units of 5-money for one unit of .4-money. So long as, therefore, 
he can purchase a bUl of exchange at the rate of more than units 
of 5-moneys for one umt of J-moncy, he will prefer it. Of 
course, if the rate quoted in the bill gives him less than 4i um'ts of 
5-money per unit of ^-money, he will export gold. 

Similarly, an importer in country 5 t\ill rather export gold 
than purchase a bill of exchange if, in respect of the latter, he has to 
pay at the rat of more than 3} units of 5-money for one unit of 
A-mone)’. But so long as the value of a unit of j4-money is >ess than 
5^ units of 5-money, he tvill prefer a bill of exchange to exporting 
gold. 

Thus even between gold standard countries there is not a fixed 
rate of exchange. There are two limits between which the exchange 
rate may fluctuate. These limits are called the specie points. From 
the point of view of country A, in our example above, 1 :4} is the lower 
specie point. At this rate gold begins to be exported from this coun^. 

It is, therefore, also its gold-export point. The other limit, i.e., 
1:5|, is the upper specie point and is also the gold-import point. 
What is gold-export point for country A, is gold-import point 
for country 5, and the former’s gold-import point is the latter s 
gold-export point. 

Specie points and elasticities of demand and supply. The rate of 
exchange between two countries on the gold standard may fluctuate 
benveen the two specie points. It tends to be such that the demand 
for and the supply of bills of exchange become equal. If the demand 
in country A for bills of exchange, (which represent titles to 5-money), 
b greater than the supply *of such bills, the rate of exchange or the 
external value of /1-money will fall {i.e., that of 5-moncy will rbc) 
till the demand and supph' arc equalised. Contrariwise, if the 
d^and lor such bilk falls short of the supply, rate of exchange 
tSe that the two are balanced. Now, it may be that 

etaznd for and the supply of bills of e.xchange at the prevailing 
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rate of exchange arc widely diflcrcnt, <o that no cliange m it 
\Mtlnn the range ot spear points can equilisc it What will happen 
m that case? 



The prohlcm can he more clearU stated with the help 
of a diagram In 
Fig 33 1, SS IS the Y 

supply ciirtc and 
the demand curve OQ, 

IS the upper specie point 
Equilibrium wnll be 
readied sndi rate of 
exchange Now 

suppose that country fl 
imports sccunties from 
(i e , exports capital to) 
country A Demand for A 
money snlJ increase Let 
the nc'V demand curs e be 
DfDf Rate of exchange 

will rise to Pj Ifj at which « ~ momFV 

the larger supply, 0 Vf,, 

equals amount demanded. I 

Sinulxrl), if the demsnd curve dufis lopceiuon rate of exchange 

will rise to S\ff which 
will extend supply sufli- 
acntly to balance 
demand If, however, 
the tlemand curve shifts 
further to D 4 D 4 , the rate 
of exchange will not nse 
an\ more because the 
speae point has been 
readied As the rate of 
exchange does not nse 
further, tlie supply of 
A money ^dls of ex* 
change) wll not rise 
bejtjnd OA/j How 
A~ MOAET problem sohe 

Fig 33-2 It'clP 

The answer is that the balance snU be niadc up bv ihe 
export of gold The fact of the matter is tliat at this point the 
exchnge rate has reached the limit of its capacity to perform the 
equilibrating function But at thB point the supplv of gold becomes 
perfect^ clastic and gold mavements take ever the function of 
balancing demand and supply 

In the performance of ihu function, gold movements arc assisted 
by two factors First, gold movcmnits produce other changes m the 
two countries Shipment of gold from country B to country A 
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lowers inconics and espenditurf-s in the former and raises thim: in the 
latter. Prices may also rise in conntrs- A and fall in cctmtrs' B. Tims 
exports from B a~e encourasfd and sup-plv cf .4-moncr.' iricreases. 
And d"T!iaad for A-monf-y decreas^-s dae to reduction cf impo^ into 
country B. S’condiv. e^rport of gold from country B !ezds to 
expandon of credit sn countrs .4 and its contraction in. country B. 
Th'-'e rtiangcs in credit produce the same elfects as shipment of 
aoM Its'' If. 

fxchaitge has fallen to the tov-er 'pecie point au^ to 
an increase in the snpp's of A-monr-y in Fig. 33.2} ard still 

the demand for .4-inoneTi falls short of ii"^ scfp'y. gold ssill he 
exported from countrs A. This, assisted bs charges in credit, will, 
quite in a timiJar mamier, bring about equilibrium. 


OF Pa.YsrEjrTs Theofv 

The Stenderds. Xo-o ssu coire to the case of free exchanges. 
This ni'tans that coiratry A and conntrs' B for. at least one 
of them} are on paper standard. Xeitfacr the value of .4-mor:ej‘ nor 
of B<nonev is lir.hed vdth any metal — gold, silver or any o'her. 
These currencies are accepted because of th'^ir legal fender status. 
And their internal safues are maintained by regulation cf their 
supplies to the public. 

The cmdi r-rnorz. In its crude form the theory v.-as stated thust 
“Ercchange rate of the currency of a country depends cn its balance 
of pavments. A fas'ounable balance of pasmenfs pie=hes the rate of 
exchange up, and an nniavourable balance causes it to fell."’ This 
version of the theoiy fails to recognize that balance of pas-ments itself 
fs not ind'qierdcnt of the rate of exchange. Values of the credit 
and the deKt items do ob'.iotrly depend upon the exchange rate. 
At a lovrer rate of exchanpe. ghsm items tvii! he v.orth less Ibreign 
money. Aha. exports v.il! increase. Hence credit items v.-iil 
Jitcreav-. Similarly, debit items dimimsh and so does their value. 

The crude -.xrs’on of the balance cf pasTn'mts tk'vry. 
treats the credit and debit sides cf the balance of j^ynrexsts a.' 
wl.Pe they must he treated as liquids. In economic ^parlance, credit. 
and debit items are treated as given, quan’isiss v.iJlc tiur^ mti't 
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and »rrvices, and, hence, less of /I moncj IhiL, vh«n the rate of 
e,xcharge rises, less of A money is dcirrtnded 'ind rtff versa ITus 
means that the demand ciir\c for a currenej ift ilte foreign exchange 
market slopes downtvards to the nj^t 

Offer of home currency implies GITcr of comfnand owr domestic 
goods and services And a fall in the exchange rate means i fall in 
the price offered for such a command In accoraance with the law of 
supply, the amount offeree for «alc xviU be less TIjui when cxcliange 
rate falls, suppl) of home tunency (and ol titles to it) in the foreign 
exchange maiket declines And when the exchange late n«cs, the 
amount supplied of it extends Supply curve of a currency in 
the foreign exchange market, thus slopes upwards to the right 

Elasticilifs of demand and supply tunes If die quantity of home 
rurrency demanded m the foreign exchange n\arkct is the same 
xihatcver the rate of exchai ge, the demand is inelastic In o«i 
example, this wall happen li country B has a fixed pajancni to maki 
«\ery jear mdrooncs On the other hand, if country d has to 
make a fixed pa>'ment in I money to coiintry B every jear the 
siipplj of A money will be inelasnc 

Demand for a tuirencv wiU lie perfectly clastic if 
«s an unbmited purchaser of st at the prevailing rale Simlam, 
aupply of U tvill be perfectly elastic if there is an unlimited seller 
Olmoiwl}, none else than a goxernment can be such apurcli«cror 
seller But, while a go\"ernment can be an unlinutcd supplier ofhome 
funcnc>, It cannot be an utiliimtcd purchaser, because it does not 

pt«scss an nnhmitcd stock of foreign exclange 

Delerminalton of exthangt tale Let as nosy tlratv the supply 
tnd demand cursTS of 
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rale is OLj, amount demanded exceeds amount oSered for sale. On 
the other hand, if if is Oi,, amount offered for sale exceeds amount 
demanded. It is only vdth exchange rate OL that both are equal. 

Ckar.gts in dar.and end supply. Demand curre for a currency 
shov.s the different amounts of it which svill Ije purchased at 
various rates of exchange. It assumes other deteiminants of demand 
as given. These other factors are tastes, internal costs and prices, 
tarifis, costs of transportation, interest rates and political and other 
factors leading to an increase in trade and capital flenvr, A change 
in any one, or more, of these factors will cliange demand, f.c., vdll cause 
a shift in the demand cuive. For instance, if country B raises its import 
duties, its imports from country A, at ans given rate of exchange, 
trill be less than before and, hence, the demand curve for A-moa'”!*' 
win sliifr to the left. 

Changes in the supply of a currency are caused by similar 
factors because the supply of one currency is synonymous with the 
demand for the other currency. For instance, if country A ratfcs 
impart duties, B's exports to it v.ili decrease. Tlie result of it may 
be expressed either uy’ saying that demand for B~ntoney trill dccrca'** 
or that tile supply of A-money trill decrease. 


The effect 


an mcrcare m 


demand is to rahr ih* 
exchange rale to extend 
the equilibrium amount. 
?•!> I _ The extent of these 

changes depends upon 
elasticity of the supply 
curs'c in the relevant por- 
tion. For example, in 
Fig. 33.4 arc shown two 
supply curt'cs, anti 

* the Utter havin'-* 
greater elasticity in ^ the 
relevant portion. Whet’ 
the ucrtiand eurve ■'hift'' 
from BiDi 
exchansre rate and 

d!<" quantity rxseuds in 
Txjth ra'^e^. But in the 
caic of .fr'£> elaiti- 
ri-, S3-4 ^ dry of suppH' n higl.*r. 

the set cd jrort an tL'' of 

the ofexcltange ra’'.-- On the other hand, in the ca*e c.f .yjf,, th~ 
duiege ia exchange rate is more and change in otiar.tfty frrs. Iferiet' 
the gr-aicr tlw 'elasticity of supply, th*- Wf.n^ i- the eff.-r: rfa 
ir: demand on anaremt and I'e s h- dm t fr»-e; f.u es-f har-r” rat“” 
Grir.g {.^ {|i» rxtresT''* pc.riijc'ev sr nr-mh, i'\ I-ala’'* <"» 
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,.„,g <.„ The'" ffcc."<.?aj 

mulahs mutandis inir of rate and extend the 

.ncreasem supply.* to Imser ,n suppl> i* •.>’« 

equilibrium amount The 


the rc\-mr 


r,g 33 5 shn«,.lnttl-arfre«or,ehaege 

on the elasticity of the 
demand cunx m the 
rrlc%-ant portion D^Di 
and DfDf are tvjo 
demand cunes, tiie 
latter hatmi? ypeater 
rlasliCTty of demand m 
the releN“mt portion 
When the supply curxc 
shia* from SiSx to 5,5, 
there 11 an extennon m 
die amount and a fall m 
the cxchant'e rate bmti 
ru« With D,r)„ 
hovicver, the clianije « 
reflected more m a fad m 
the exchange rather than 
m an extestston of the _ _ 

amount Reterse is the case ^.th 


suppK depend 



M Mrw: 
ouivrrjTv of a- honey 




m an extension oi Hence the 

amount Reterse is the <ase «.. . ,n ihe aniount and 

elasticity of demand " ,-te and r«« urse WTien 

the hss IS the fall in the exchange amount and when the 

imlTd •>>»-'”» •‘yr;°:„S;rTr r>.o 

,l™-ind 1< P^rftc.l) rh.tio, thrtf 


Po'"' f'"” 


Ouilai «/l‘' “o'" p" rehaJ.ng po»™ 

1„1 renhty h^e «»■”''» '* So "ha° 

vJommand o>cr goods service^ m country poods 


’irolv,Ts«» 


Tor instance, suppose « j countries ore su 

,untri« IS 1 5, but the pn« ,n country A, can Ik- pur 

hat can Iw had for one unit Price lc%cl m countr^^ 

nsed m country B for four units of ^ farmer tnll be largt 

,thcn,lowertbai>an-cbimtry* tJtporis 
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and country A w91 have an arK-rrst- balance of payments. Either the 
price I'-v' -1 in co intry B will rise as a result of large e.xports, or th>’ 
“^amc in country’ A will fall clue to large imports, or the exchange rate 
will change as a result of imbalance. It may also be that two or three 
of these chang s occur ‘.imuhancoasly till cquiliitrium position is 
reached. In other \sords, in a state of equilibrium the exchange 
I ate must corr ctly reflect the pi ice levels in the two countries. 
The (X hange rate scith s at a level whcic the price levels of the 
tuo countries arc made equal. 

The theory can b” stated in yet another manner. Goods and 
'crt'iccs, v.hich a unit of ri-moncy can purchase in its own countrj', 
measure its internal value. When ihb money is converted into 
B-moncy, a command over goods and services of country B is secured. 
This is the external value of yl-moncy. The rate of c.xchangc must 
be such that the intcinal value of a currcncs equals its coctcrnal value. 

Pna lei els of domestic goods and inicrnalional goods. There arc 
certain commodities which cannot he exported, e.g., houses. Such 
'coinrnodiitcs may be called domestic goods. TTicrc arc other com- 
modities which arc either being exported or can be exported if 
prices abroad are suitable. These may be called international 
goods. The que-stion. then, arises whether the price lev’cls, which 
exchange rate equalises, arc the genera! price levels [i.e. of domes- 
tic goods and international goods taken together) or the price levels, 
•of international goods only. 


If there is disequilibrium, equilibrium is brought about by the 
ccess of c,xports over imports in one country’ and the excess of 
imports over e.xports in the other. It is only the international goods 
•which can be exported and imported. It is. therefore, their price 
levels alone which are equalised. Differences in the price levels 
•of domestic goods may exist and yet they will continue to exist because 
there is no equilibrating element in them. 


It is sometimes suggested that when prices of international 
goods rise (or fall) in a country, prices of domestic good also rise 
(or fall) in sympathy. Hence, it is said, when price les’els of interna- 
tional goods are equal in tvro countries, general price le-vcls muse 
■also be equal. But the argument is not sound. No doubt, there is 
generally a sympathetic change in the prices of domestic goods 
when there is a change in the price level of international goods, ici 
there is no reason to believe that the change in the prices ol 
domestic goods must he as much as the change in the prices ol 
international goods. Hence the price levels, to which the purchas- 
ing power parity refers, can be those of international goods only. 


, , ,^>=change rate does not equalise price levels of hiternatioiwl goods. 
rate --qf ^ “bove. the theory- comes to be that such an exchange 
’e\-e!s r beuveen the two currencies as equalhes the price 

).”''^stional goods in the ttvo countries. TIic thecry 
■rom the cose- of transportation, as we’I as restrictions. If 
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■%\'C assume that there are no customs duties, nor ar% tharges of pack 1 1 -, 
transport, hanking, insurance, etc , there is JitiJe in fhc fhm> uhich 
IS objectionable la sucli an unagmary woild not only pntt 1 %el 
of international goods, but also pacts ol each mdn idual inienntio 1 
commodity, will be equal everywhere 

As things arc, however, there are costs of transjjori'iuon to b 
incurred on goods traded m Puces of expoiis «f country A are 
lower m country A anti higher in coimtrs U Similarly , prices < ( 
imports of country A are highci m country 1 than in country B 
nms, one set of mtcmatioml go ids ^e^po^ts3 hate a loivcr price lesc) 
in country A and mother set of ihtse j^ds (imports^ have a higher 
price level The quantifies and nariin- ol rommodirifs in lie two 
sets arc difTcrcnt There is, Iher lore no nason ii lielicve that il c 
two difTerenccs mil cancel out 

Tlius price le\cls (e\cn el loumationd goods) in tht iw > 
•coimtries may iic, and generally are, dinticni The difTcrenei 
arises on account of costs ji>f innsporiation I cl Pa and Pj l« 
respectively, the price levels in counmes A and B md let A be ih' 
rate of exchange Then we havereached the following crnclusioii'* 

If there arc no costs ot iram|>oTiMion, Pa <^Pb Xli 

With costa of Iransportauun, Pa ^Pt xJi Xk, 

■vvhere A represents the difference m the two j>ncc levels on tccount 
■of costs of transportation 

Purchosuig potter paritji and rhaatit in the price lacl It is some- 
times suggested that if the purchv u g jiowtT pantv theorv docs not 
apply to the price levels at any pomt of time, it docs apply tu 
oaangesm the price levcb To quote Gustav Cassel, It » onlv 
when we know tlic rvehange rate which represents a certnin equi 
hbnum that we cm calculate the rtit wlurh represents the sann 
•equihbnum at an altered valm of die ironenry units of the two 
Countries ”* For instance, suppose m a posmon « f equilibrium the rate 
of excliangc between A money and /I money IS I 5 Furtlier supi>o r 
that, as a result of an increase in llu niedu < f cxcli inec in counir 
-B, price level doubles, price level in countrv 1 remaining the same 
It means tahl the internal value s f D money has lieen iiatvid so its 
^temal value will also Ik halved i r the rUc ol exchange will Ikcoiiu 
' 10 Similarly, if the price level in country I duul Irs and the same 
*n country B trebles, the rate of cxchmgc will be 2 15 oi I 7J ® 

Even ilus modification of the theory is unhrlpfut llie nix vn 
‘m«tsofcliargM m the price levt Is would ni itcruhse cxncih as shown, 
*Wly tf the differtaice in the pnci levels on aceoiml of costs of trar-.- 
Fortauon remains the same But, in the first place, price levels change 
ttncqually Secondly, when price levels change, prices of irdivitfinl 
tonunodit ics change unequally tticre is consequently, > elnmrc 1 1 

^ And Fttngn Bjaktnft Jji/r 1914 p 14 
^ 'nic formula for calculation w 
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the volumes and contents of exports and imports. Differences due- 
to costs of transportation cannot remain the same. 

The above argument can be stated more clearly vdth the help 
of algebraic symbols. Let. in the initial position of equilibrium, price 
levels in countries A and B be, respectively. Pa and Pb, and R the 
exchange rate. Let at a later date. Pa' and Pb' be the price levels and 
R' the rate of exchange. Let also k and k' represent differences due 
to the costs of transportation. Now. purchasing power parity theorv’ 
as applied to changes in the price levels teould conclude that. 



We know that. Pa = Pb X R x /. 

and. Pa' =- Pb' X R' X I-' 



Obviously', then, the conclusion of the purchasing power parity theory' 
holds only' if k and B are equal. And tv'e have no reason to assume 
that they wiU be equal. On the other hand, they' are most likely 
to be unequal on account of changes in the volumes and contents of 
exports and imports. It would be very rarely' indeed that they are 
equal. 

Conclusion. The purchasing power parity theory brings out one 
important fact, namely, that the price levels of any tv/o coimtries 
which have trading relations are interconnected. Suppose exchange 
rate between two currencies is fixed. Then, if one country' expands 
its cmrency so tliat prices rise high, price level of the other country 
will also tend to rise. When exchange rate is free, large issues of 
currency and th^* consequent rise in the price level in one country, will 
either change the exchange rate or the price level in the other 
country or both. It is generally changes, both, in the exchange rate 
as well as in the foreign price level, which bring about the necessary 
adjustment. 

The theory falters when it endeavours to establish a mathemati- 
cally precise relation between the price levels, on the one hand, and the 
exchange rate, on the other. Existence of costs of transportation and 
customs duties are factors which make the existence of such a prease 
relation impossible. In fact, it is possible to keep the price level of^ 
counbry very much isolated from tlie price level in the outside world. 
The \-aUdity of this statement becomes apparent when we remember 
that there is no relation, whatsoev'cr. of the price level of a country' 
with that of the outside world if it closes its economy to trade 
with other rountri-'s. 

Objectives of Monetary Poeicti' 

We are nov/ in a position to discuss the quEStion 
’ rjectivcs of monct.ary policy. Every' country has to take account 
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■of the fict tint pijcc levels ai il mcranes and expenditures are not 
stable in the world The theory of purchasing power parity 
tells us that fluctuations in the price levels of foreign countries reflect 
theinsehcs cither m changes in the exchange, rate or in the price 
level of the country concerned, or Ixuh TJie country in question may 
decide upon some pohey in respect ol its excliangc rate and lease the 
domestic prices, income' and employment to adjust themscK fs to these 
changes Or, it may adopt some dclinite pohev m respect of domestic 
prices, incomes, and employment and Jeaw the exchange rate to adjust 
Itself accordingly In other worus ihi. choice is between, on the one 
hand, a policy operating on the international front and throwing the 
burden of adjustment on internil puces and incomes, and, on the 
other, a policy operating on the domestic front and letting exchange 
rate fluctuate accordingly Before miking i selection, Jet us 
see what are the implications ot the two choices 

I. OpTlHion of paltcji on inUfnational /rent There arc three 
possible councs tn respect of policy operating on exchange rate 
It may aim at securing a continuous fill in exchange rale, or a 
continuous rise exchange rate, or i stable exchange rate 

I CoRhniious d(pT((tatton Suppose the government «o regulates its 
monetary policy that the exchange rate of the currency iseontinuously 
falling Exports will be progressively pushed up ind imports reduced 
It IS, however, not certain thit exchange earning will be increasing 
For, all depends upon elastiatics of demand for and supply of imports 
and exports But even if net excliangc eammgs go on increasing, ot 
what use will it be to the people* Alter all, exchange earnings are 
meant for spending and not for needlessly piling upon And piling up 
foreign exchange is all the more stupid if it is procured at aa ever* 
sncrcasing price 

There is thus no positive gam in adopting a contmiioujJy 
falling exAange rate as the basis of monetary policy On the other 
hand, there is a definite disadvantage Starting from a position of 
rquihbnum, every devaluation of currency will lead to inflation with 
all Its attendant evils 

2 GmfimocfS appKCMlton Quire umiiarly, there is no point 
m adopting a policy of a continuously rising exchange rate This 
will discourage exports and encourage imports, thus causing aifficulties 
of balance of payments And continuous appreciation in exchange 
^tc will cause depre'Xion which ivtH continuously deepen, so that 
incomes, employment, and prices fall progressively Such 
consequences are so dreadful that no sane person will advocate the 
*doption of a policy of tlus tvpe 

3 Stable exchange rale The only monetary policy operating 
on the imemational front, whidi mikes any sense, is maintaining 
stability of the exchange rate As has been pointed out at several 
places, stable exchange rales promote fomgn trade as well as inter- 
tiational movementx of capital Intcmatirmal trade being mteniational 
Specialisation, aggregate production inarrases and the participants 
share this gam 
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II. Operation of pohej on inlcmal front. There arc four possible 
courses open to the monetary- authority in this respect. It may so 
regulate its monetary policy that the price level continuously falls, 
or It continuously mes, or it remains stable. The fourth course is 
knovoi as a policy of anticyclical adjustment. 

1. Falling prices. Those, who stand for a continuously falling 
price level, argue that production is increasing in almost every^ country', 
and the only- way m which wage earners and fixed-incomists can share 
this prcbperity is a falling price level. But the advocates of such a poli<y' 
do not realisf- that it will liarm those very interests for whom it is 
advocated. A constantly falling price level will reduce proSts 
and produce depression. Unemployment will be rampant and ever 
increasing. As incomes will fall, the very purpose of economic 
policy' is defeated. 

2. Rising prices. .-\d\ ocates cf a policy' of rising prices advance 
two main arguments in support of their contention. First, rising 
prices increase profit, and, consequently, employment and incomes. 
Secondly, rising p-iccs reduce the b-orden of public debt. Conscious 
of the fact that a rising price Ie\' I ivill cause inflation,they advocate a 
slow.-Iy rising price level which may serve as a tonic for the economic 
system. With such a policy, however, fixed incomists and wage 
earners will be constant sufierers. There is no justification for a 
continued discrimination against a class of people who so much need 
to be helped out of the quagmire into which evils of the industrial 
system have thrown them. 

3. StabF prices. !M'acli can be said in favour of a stable price 
level. Itxeduces risks of production and trade and promotes confidence 
in the economy. Capital is attracted from outside. At home hoards 
d.vindie to the minim'om. Produc ion. employment, and incomes 
increase. Moreover, stable prices do not discriminate against any' 
class — neither against wage earners, rentiers and creditors, nor against 
producers and debtors. 

Stabifsafion of prices at any tezd is not helpful. If the country' has 
been through a period of depression, stabilisation of prices tvould freeze 
the incomes and employment at a low' level. Similarly', if there has 
been a steep inflation, stabilisation of prices at a high level may 
not restore confidence and may' cause hardship and inconventence. 
After a depression, prices must be raised to ensure full employ 
men t, and afem- a boom, they must be brought down to enectr.'cJy 
curb inflation. 

4. AnHtyclical poliiy. Questions ofmcoinc-s and employment 
>K:cupy a premier place in tlie aims of economic policy. Monetary 
policy, bring an integral part of economic policy, must accord 
them a place of primary importance. In a period of depre^on, h 
becomes the duty of the monetary atithority to adopt Tneasures svhich 
sxf-p up investment and ronsurnption, so that prices pick up and 

Simiharly, in a period of Ixsom, a cut must be 
A ^ in\ estm' nt and consumption, so tliat inflationary 

neics are curtei, Sudi aporicy' is called anticyclical jiolicy. 
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CompaTUOilof the tu'o chnets Mon<tar\ polu>, opcraimv oi 
cxchiint^es, %\oulc! endeavour to L<rp iht e\<hiii,e mr 
uhilc il It operates on the domestic from, it v\()iilcl in<i<avour n 
stabilise prices at the level ol full cniplo>nimt It i-lxivsein iI»-m 
t'vo that the choice lies 

Stable exchange rate i$ recommend d J i v muus rtasnns It i 
v.ud that changes in the exchange laK rt m )t« r wily ptrc« ivctl il u 
equal changes in the price level Coi Mquinilv romfuniiVTly jnn/j 
smaller dianges in the ixclnnge rate givt n« j irnlinvT rctivitv 
and *hakc confidence lienee even small vlurges m excliargc ratt 
sulhtanti illy afTect trade and linannal relaiiut s vsuh Ion ign roumnc' 
Aho, some countries have had very bttier exptrurcts of li>p« 
Inflation Such inflatiui v viert arc<nipani d by »uap lalls In the 
exchange vailucsot then cuirtnrjts Evtiv latl m the txchaige rat 
therefore, apt to be viewed with ilaiin ard fitnce ivhUlv lo di kc 
eonfidence of the people For this reason ibo stilnliiv in tscbaige 
fate a essential Moreover countrica drpei tl for tJuir foot! raw 
iTiaicria) , ai d other rs-sentiiJ rfqimemems on th» ouioii world hi r 
•heni, stability in foreign trade rclaiionv is n«Cf^ m \i d thni w 
hardly anv country winch doeMioxdf|>ewd for one e«$i nnal ircjnin. 
tnent or the other on lureign coumrni l»isiJy, ii w pointc d < ut ll at 
snerenuciuaticns in Or exchange rate came mttnial instaliliiy 
U imports aTceutolTor exports merease pnets nieaihome If 
rhanges in foreign ind' an miniw dislocati ii m initrnal ccotiomv 
M also mniise 

Thatdotncvtic tw n« nn m<ju h nMiiis»h«ii'tl I* gi «n pmedaic 
‘■'cr requirements of jo ir de ■« la'v t« i i I i 1 In tl« i r 
■f alrrost every country muinaliiasH usliini i.«t i mt ici 
Oun foreign trade Inti rests <>t itiiern.il tride » « il in It re, rrorc 
•u'portant But the more inipt riant |>oinl is ilut n creavu y, met mix 
'tidfull employment are the fund tin* ntaf obj« etivcs cfall reen in e 
Policy It cannot lie anv diffirciii with monc ua pohrv llrnu 
t’lfmetary policy inmt keep these as its diicrt ohjet lives I vrn 
’ntmnij >naJ iradi wall <|^me lo l>e priRurted onlv »l u irnrau-s 
‘'iComes and nnploymeni at bum. 

Tlie rnnclusion is that moneiarv I«olicy must ptimanly ojciaie 
the domestie front for increasing employment ard r»i n R teaf 
‘nconies, avoiding at the same time the sLargtrouj irflaiioii Bu 
'iliil- exchange rate mu't not l»c rigidly nrtitUtit at a IcviJ, it may l.e 
every now and then Iiy purchaic ard vdr </l exrl .rie 

r must not be rHowcs! Io fluctuate vn'Jcnlly, ncr to deviate 

''ith from the equihbntim rate 
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rHEORY OF PLANKING 

W^HAT IS PlaXXING ? 

IvMrJerence is as old as govenmsnls. Ever since the system of govern- 
ments and ruled people came into existence, there has been sonic 
interference in the economic activities of the people by the ruling 
authority. Sometimes, this interference has come for the persona' 
benefit of the rulers (taxing the people for the rulers’ purse). 
some cases, the object has been to secure rev’enues for the ivelfarp o! 
the ruled class or a section tliereof. In the later stages of capitalism, 
interference by the government has often been actuated by a desire to 
rectify the tsTongs of the capitalist system, sucli as, periodic unemploy- 
ment in the labour and capital markets, exploitation of consumer; 
by big monopolies, inequalities in incomes, appalling and inhuman 
labour conditions etc., etc. All these have, however, meant govern- 
ment interference in a piecemeal fashion. Even when it aimed at 
undoing the wrongs of the economic s\’stcm, it attempted to do_so 
trithout changing the basic structure and working of the prevailing 
economic order itself. Moreover, these activities have generally 
lacked cohesion and co-ordination. 

Meaning of Planning. Mere interference with the working ^office 
enterprise and price mechanism is not planning. Planning impHes 
setting the pattern of future economic de\’clopment as well as making 
a conscious and continuous efibrt for the attainment of this pattern. 
It involves not only defining a system of objectives in respect of econo- 
mic grouth, but also formulating methods for the achievement of these 
objectives. It means much more than casual, occasional, and 
die touches to some aspects of economic activity* It means a rauohal 
control of economic forces with a view to integrating efforts toward' 
growth into a unified whole. Its purpose is to ensure that the processes 
of production, consumption, and distribution are carried out m 
accordance with the schedules carefully drawn up in advanc 
Planning, therefore, involves fixation of certain targets of production 
and other achievements for the country as a whole, and their 
dination with a distribution plan and the consumption schedules' 
The execution of plans inevitably necessitates governmental contro 
in a large measure. 

Planned and unplanned econoiriy. The diflerence between a planned 
and a free economy- is not that one is characterised by order and tlic 

, .. .js thus diScrent from the traditional bit-and-roiss 

uy which ‘reforms’ and ‘reconst* uction’ are often undcrtalen .” — Pirst i'isr 
i »cn. pp, 7.8. 

2 e use the phra*e “frer ccononny” for an economy without planning* 
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33 Explain the relation bclwem marginal rcvfnu and Ivcrage retmue and 
indicate how the dificrencr between the two ticpendi upon elasticity of demand 
iD U, 1955) 

34 Explain elastiaty of demand Carefully indicate qual fying assumptions, 
{P U, 1950) 

3j What changn have tal*n place IQ the attitude of economists toward* the 
■concept of consumers surplus’ Fxamme the contribution of Hicks in this 
•conn^rtion (£!o!utiur^A UHi~irsitj ISM) 

36 Denve consumer s surplus svilh the help of the mdilTerencc 
technique Show how if at all your technique w an intpros cment upon Marshalls 
technique {IAS 1956) 

37 Eluodaiethe doctrine ol consumer* surplus How far is it possible to 
nteanire this surplus in terms of money ’ Whac is the practical use of this doctrine 7 
{D U, 19o0) 

33 Explain with diagrams marginal unliiy and consumer i surplus WTiat 
bearings have these conceptions on the dtsinbulion of private expend lure {tMniurih 
Unaruij 1952) 

C Theory of Productloa 


39 Ass gn the plaee if the cntrepceneur m modem mdusirs Desenbe his 
functions {P (j ISaO) 

40 The limned liability company w a great economic invention —Justify 
th4 lUtemenb (D U 1950) 

41 Publ c corporations bappily eom^ne 

■eRkaeney’ D sc-iss with reference to Bnnsh and Indian espenenee (f d i,, 

1952 ) 

42 5Vhat do you understand by capitalut.c m* If!’ Hi'S" 

l*S« 7 I* capitalistic production assocuied with capitalism only ( » > 

« lVh...r,,t,, .ho,™m.ns. 

asseament of general economic welfare Is were j 

{EiiiibuT[H UntftTSiljf 1954) 

M Esminc ihc^ lrUti,o !«■'><«” ”“1 <“ “ • '®’) 

15 th, -t SS niSSST bSm 

W 1 5.1550, 

comment upon the ddScuIncs in apptymg is «» r 

47 3Vhich are the major compooent* o f ^ 'd * 

problem raised by eadv for Uw nauooal income stauiun^ H ^ • v 

43 D^cimMaishalUdoctrme of m^omsatisfa^^ IgHo 

modem welfare economics (f A o, I9al) 

49 Division of labour is bmited by the extent of the marie, Ducuss. 

b „™. w .hi 

the mobihty cf labour in India and lO consequent results. (/’ , I 


51 Examine the chief factor* which detertmne the elTieieBcy of labour la a 

modern industry (l» V , 1916) , . _ 

52 Dkcuss the effects of loiroiociion ef machinery on the worlmg c*i 
(f U, 1917) 
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53. H(n% is th elocution of induitrj determinai ? ITw far is it nrccs-ar>' to 
regulate It in the interest of iJic community ? (/. A. 1949,'. 

51, \\9iat guidance can economic theory ofTcr in regarf to the optimum 
Ircation of industries ? In the light of your Br>isecr outline a policy for the location 
of indusln'^ in India (/ A. S , 1952). 

55. Indicate how far liir ci.asdcal law of diminisliing returns i' a dynamic 
concept. To svhat extent, if at all, would diminishing returns be a limiting 

the economic de-.eiopra<nt of an underdeveloped country ? fl. A. .S’, IQaa). 

56. Explain the law. of diminishing rtlurrs and 'hose how it is a xlaleinent 
relating to the limitation of substitution of one factor of production for another,,. 
(P. U., 1951;. 

57. What is meant by the principle of ecu marcinal returrs ? Explain its 
importance in Economics. {P. U, 1944). 

58. “llie law of diminishing returns is just as trui* of manufacture a' it is of 
agriculture.” Discuss, and explain the relation b^tssecn the law of increasing and 
diminishing returns. [EA’r.b-urgh Untcersilj, 1953). 

59. Distinguish between external and internal ccoromies of production. 
Explain the part played by them in bringing about increasinir returns. {D.U., 1955). 

60. 5Sli3t arc 'external economies.’ 

Indicate the scope of externa! economics in the context of the economic 
dcsclopm'mt of an underdeveloped country. tO. t’, 19551. 

61. ‘‘The advantage of a large firm is that it can carry specialisation further, 
die strength of the small firm lies in the limits of specialisation.’’ Disctiss, making 
clear the advantages and disadvantages of specialisation. {Cdinb'jrrk (JrivcrAly, T953). , 

62. .\ccount for the survival of the small scale business units in spite of the 

general trend towards mass production. {D. C., 1953). ' 

63. \Vhatdoyou understand by theoptimum theory of population ? How docs ’ 

this theory ditfar from the th"orv of Malthus ? (EJrnb-jrgh Vnt~rrsilj, 1951). 

6'. In U K. mans people arc concerned about the tendenev of British 
populauon to decline ; in India, on the other hand, the prospect of an expanding 
population raises serious mistrfvings in th<- minds of many persons. Explain, in broad 
terras, the reason for this ditference of attitude. {/. A. S., 1947). 

65. Analyse the concept of optimum population. (/. .1. S.. 194S). 

65. On what docs accumulauon of capital depend ? Is there a limit to die ^ 
aceamulation of capital ? {Edmbwgk Unhersitj, 1954). 

67. Analvse conditions that are favourable to capital formation. Indicate 
the assistance the State can render in thk regard. {P. U., 1950). 

. 68. Outline a policv for maximising the mobilisation of domesde savings ta 
economicallv backward countries, illustrating your answer from Indian expenencc. 
{J.A.S, 1932). 

69. Show the connecdon between interest rate and ” capital formation. 

(/. A. S.. 1953>. 

• 70. ‘Economic d^elopmcnt occurs as die result of income shifts from_ those "ho 

V ill spend less productuelv to those who will spend more productiv civ Discuss. 
'I-cA. S.. 1956). 


D. Theory of Exchange 

71. .5nalysc die essential features of free and full compeudoa. {P.U-, 1951). 

I'"i)meratelhefactorswhichhindcrlhcopcrationoffrec co.mpetition _m a 
’•■kct. \Viial is the nature of the demand curve for the product of an inaivnauai 
under free and full competition ? {P. U.. 1932). 


73 DisCiogui^h l>c(w«?n real cost and oppcM-tutuiy cost Exphin bnrfls the 
doctnne or opporiunity cost, adding yoac commentarv pn ihf sarnf (P U 1353) 

74 Dulinguish bctviFrn pnmp and supplementary rests and fully cjpLm the 
significance of the distinction (/* i/,1951) 

75 Indicate the place of supplcmrntary cml in (he analysis of short period 
normal prioce How does tlie short period cost ourse difler from the long per-od 
cost curve of a firm '* {D U 1955) 

76 **i^r6ne equilibrium Indicate the limitations of partial equilibrium 
analysis (D U, 19>4) 


77 Fxamine the statement The ((reaier part of economic theory u based 
upon tbeconeept of equilibrium which faas no applieaiion lo a changing world*' 


{/ A S', 1950) 

7IN/d seuss the meaning and runriion of equilibrium iq ectinomic anaKri 
{/ A S, 1953). 


7'J IN'hat are the factors that deirrrtunr (he size of a biumrcs unit. Illustrate 
your answer with reference to business condiiK ns in India (P U J9d4) 

80 Discuss the retatne importance of (he foHovisng factors m dcterruping the 
sue of a firm , {«) Technique of pteducuon (*) Finance {<) Markrime problems 
(EdiaiurgA Lnifttni) 1950} 

Doth the monopolist and (he competitive producers aim at maaimisinj; 
their net gam Show how they achieve ibeir objective (/, 1953) 

83 CtveaneconemieaiutysisorihelawofincTeasingrFtuni illtistrating vour 
answer by reference to ipeeifie mdustnes Is increasing reiurn compatible with 
competition ’ (/IS, 1951) 

83 If increasing returns prevail in manutanunng industry how u it that the 
whole supply of a msnufactureo product does net become tonrmitratrd in the han^ 
^ one producer ' (LAntiufgK taimnjr, 1950) 

v-^4 Eiplam how in perfectly eompeiiiive equilibnum the pnee of a tommodi- 
ty b equal to its marginal and averan tost of production ) Illustrate your 
answer diagrammaucaily (DC, I9a2) 

83 flowtssimpIemonopolypncedeiernunedfCiveillustratjoni (Dt^,I954J 
vJIfi ••The teal lot of monopoly w (he power of the seller to raise price without 
driving away hii eustomerj Disctisi (his stairtneni (fc/ji^irr^A baicriitr, 1952) 

87 'Memopoty has one thing conunoo with the weather Vou may compfain 
but you cannot do much about it Dbcuss HAS, t9o6), 

R5 Compare monopolypnee with •competitive pnee* aod nnr the hmiiaiioni 

which prevent a monopolist from raising hu pnee indefmiirly (/) lA, 1950} 


69 kMiaidovouunderslandby Ducriraiaaiing Monopoly * Mention ibe 
ConJiuoni under vslilch price dncnmmauon would be luceessful (D U,l9b3) 


*>0 Discuss tlie randinons under whwii docnminatimr monopniy ran be 
pracitsed, schI state hew far It can be used as an instrument of cronotnie nerwrr. 
(/ 4 , IW8) 

DuunjruisS between imperfect ctio^iet turn and monrnciiitieciHTipcntian, 
and comment upiin the dilTcrence. if any wliKh this mskrt lo the deternunatkm of 
the value and output of any given commod ty (f A f, I9S]j 

92 It IS taul that there u sdlcmstaUedcapaciiyui man» mdintne* How 
do industries acquire such Wle cauanlj' and whar are the trxsoonit prriArirss ihai 
thrt gim rise to ? (f *1 J 19M) ♦ 
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93. \\9iat li ihr clasiica! concept ofindusttY ? \V'liat_ happens to iu Matus 
\shcn ii h taken o\cr into monopolistic competition analysis? (/. 4. >5^.i 19o3). 

9k Explain how price is determined under conditions of oligopolistic competi- 
tion. (/ el. S., 195G). 

95. ‘\V3ien competitors are few, output and price approximate to those svhich 
would prevail under a complete monopoly'.' Discuos. {/. A. S., 1952). 

90. ‘Indicate how the problem of value is influenced by short and long term 
considerations.’ IlhL.tralc. {P. U., 1919). 

97. Explain hots prices arc determined under conditions of pcifet 
competition. Contrast the results with those under imperfect competition, (f. A.S., 

1947;. 

E Income Earnings 

93. Explain the relationship bctsscen wages and marginal productivity of 
labour. Indicate the extent to which this explains dificrcnccs in wages between, (a) 
dificrent industries, (i) different occupauons. {EJmbiirgh Unicersiljr, 1950). 

99. 5Vagc3, under competitive conditions, arc equal to die marginal as well as 
average producuvity of labour. Explain the above proposition. (D. U., 1951). 

100. ‘Increased output per head is the only sccuri basis for higher wages.* 
Discuss and indicate also the factors whicli determine the difference in wages i« 
different occupations. (Edtr.bvjgh Umznsitj, 1951). 

101. Account for differences of wages paid in different industries in the same 
region and in the same industry in different regions. {D. U., 1954). 

102. Examine the basis for the determination of minimum wage rate. Consider 
the limiting factors, (f. U., 1949). 

103. Account for the differences in the levels of wages of industrial workers i* 
different countries. Do you think that this makes any difference to applying an inter- 
nationally' common policy for labour w elfarc involving financial burdens on industry ? 
{LA.S., 1952). 

104. If in the real world labour market is imperfect, what amendments to the 

generally' accepted theory' of wages would you introduce ? (/. A. S,, 1953). 

105. Explain how wages arc determined under conditions of monopoly. 
(/. A. S., 1955). 

106. Explain the classical theory of the rate of interest and comment upon the 
same in the light of modem developments in economic theory. (D. U., 1953). 

107. ‘The rate of interest, being a price, is determined like otlicr prices, by 
supply and demand,’ Comment. \D. U., 1954). 

103. Exo’ain t'le concept of “liquidity preference.” IVhat part do« liquidity 
P’-^r i.'.:.* ia the determination of the rate of interest. {P. U., 1952). 

IJJ l.ite-Cit balances ihesupply' of capital saving and capital investment. 
Discuss. (P. V., 1951 ;. 

110. Explain some of the theories put forward to explain the taking of interest. 
Doyou consider any' theory is necessary ? {Edinburgh Unheisrly, 1951). 

1 11. Discuss the Ricardian theory' of rent from the modem point of view. 
{I.A.S., 1948). 

112. Give generalised version of the theory of rent from the standpoint of 
modem economic theory. (/. A. S., 1951). 

^*3..5Vhat is -the modem theory of rent ? Is it an imDrovement on the 
Ricardian theory. (D. U., 1950). 
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514 In what srme it rMt a nirpliu * Do oilxr factors of production also 
yield rent ? (D U , 1953) 

ns {low would you define econonuc rent’ bhow the essential relauon 
between tent and price and consider the asrrtion that profits arc of the same genus 
as rent (£^ui{iirj>A OiiiivrnQ, 1953) 

1 IS Distinguish between rent and qsiasi rent awl explain that ‘rent is the 
leading species of a large genus {D 0 1952 

1 17 Distinguish between rent and quasi rent Toini out how rent and quasi 
rent are related to transfer earning {P L 1951) 

118 Explain the dilTcrenl elements wbicli mav be included in the term 
profits IS hicli, if any of these elemcnla mav be regarded as arising from the exploi 
tation of labour * [EJuiburtk C/nirersi{)i, 1951) 

119 ' Profiu are the natural economic reward for the services rendered by 
capital in production ’ Ducuss this siainnmt (S^iurgi Lxiirm/r J95J) 

120 Examine carefully the nature of tiTofil as reward fn- rconomic service 
(f d 5, IW7) 

121 * Profits are partly m (he nature of wages an IpartK (ft (he nature of tent, 
but the essence of profits is Uicir unprediciabihiy Discuss. (D I 1952) 

122 Discuss the part played by uiiccnamiv and tvi> in the drimnnation of 
profits (2 4 5 1950) 

123 'Profits are dyoamic tn ihcir ongin insututinnal m their anprimrution.' 
Comment ff A S, 1952) 

134 State and expUm {kOighia ibrory of profiii // 4 5 1<S53) 

125 Explain clearly the marginal prodicuviiy ihcnry orducribuiioft and 

indicate Its limitations (O C i9a2t 

126 State the (hcorv of niargmaipcxalucciv-icy and mirw ihcastumptiORS under* 
lying It (O L 19o2) 

127 Taplain how far the theory of marginal produciioiv applies loihedeirt* 
minauoti of entrepreneurs profit (D (/, 1949) 

128 If wages are determined by marginal productivity of labour trade 

unions are siiprrfiuous Examine (bis siafemrnt. </ 4 J* 1947) 

129 Disniss i)ie view that the demand fiir labour u not a funcuon of the wage 
rate (as implied by tbe marginal pmducsivity aj^imarh) bul depends upon the 
level of expected sales (Eihaiargh tTnierufy 1951' 

130 "The restoration of supply-demaml mecharusin in the fixation of wage 
rate IS essenlul " (J D bfrade) Discuss this surrment ffi/sisTj* £«-rrfr^ 
1954) 

131 Show how far Fulers theorem is applicable to ihe solution of 
adding up problem in the theory of ditlributian 4/ 4 5, 195f) 

132 Analyse ihe pruMem of inequality of incomri in modem toeiely and 
suggeil remeil-es. (D l' l9aZ) 


F Money, Banking, nnd EasployMseni 

133 ‘Mnnes n as m mev does' . Ihiyrairumi ler ivu lUtetnenlansefulcontn 
bolmnio the un'l'-rslanding of the naiurr of oiceiey f (DfodwcD t’aimtitT, 1950/. 

CnueaHy examine tbe funrtioits cfsnrvwy 5V'hy Is it itecestary to have 
COfitrr-l Oiee (he four of money * (D f , IW9 
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HiCpTriin ih^ rnaiii furirtiom nT mon'*N' an 4 tli*' ^lilcren^v <ff 

iiifl paprr prnjnd in {vrfar.-nin;; ihr— rnt!Cti''aj. <Lt!!~^urf~, VrtTfrsjtT, ISJ'iS). 

333. ■M'j't'-y i« tJir basis of stif finct'x pr<iC-'— .s 5jy me-tni rf ssi'idi ihc 
ffi.n'.niy 15 ctiidtid.’ Fu!!> rxpl.'.in. tso;n(:n(t ous tiie ro> o', itVjnrv in ibe <-ctino-'iy. 
{D. a, mii. 


3.>7. Oins rti inrv ssincli is a fonrrr *»f m inanv b^p^sini^s tn manbiad, b'”CCX''^s 
aiw. unless s\e co-itroi >!. 3 Hfurcr of pml and confuu'.n ’ Docwi. {P.L'., ' 

I3S Wh.nt pj.'i may in'- ban3..i p!aj m Uir otuynoair (!r>'elopn;':nt of a 
cnrntrv ? Discus? in tins connfctinn iiis* s*-rs:crs jrndrrrii by iianla to indusirs' 
31 <i trade. {]). V., 1950). 


^ 13D. S'lmrnarisc tjie principal functions of cornm-rcial banks. bS'bat ntker 
E'Tvicrs do tbrv p-Tfrinn for individuals anri buiinr-s ? (0. £/., ISS*"'}. 


laO. In vsh.ai senir is ji in;.- dial liankcm rxcal.- credit ? Is there at.’,' iatil 
to t.ie expansion o,'’ credit .at aav umr ? ' Oii-.' ,.-r^h Ur.trmtlr. 1952). 


141. Hr.vs 
bank credit in 
(D. U., 1931). 


do bants create credit 2 Discii-vs in ibis 
national ccomimv and the importance of 


connection the role of 
crmtrollint; sorb rreoi’. 


142. WTias arc the limitations on the po-Acr of bants to create credit ? H'"*''.' 

or removed bv the existence of a Onlra! Bant. {I.A.S , 194V- 


far are these reduced or 


1 13. How do the banker, 
frim the use of eJicqucs. (P. 


t!i- custom'T, and the comratmiD- sc.neral!y benefit 
U. 1946). 

How is the value of monev deler- 


- y»i‘«tieanb) value ofmoncs 
imncd ? (D. {/., 1953). 

• .s and practical dimcullies of rr.e.aniring charccs 

n Uic value of money ? (D. U., 1949;. 

- . . 3* hat meaning and importance do \ou attach to the concept of velocity 

o, circulation of raonm-. 4Eil-.hi.-ri;h Vntzrrsiy, 195-i;. 

147. \yhat do you understand by “demand for inonev," E-xa.mtne die effect 
ol changes m the demand for money on the price level. (D. U., 195-1). 

At- nature of relationship between mones' and prices. Whjii 
faemn mnuence this relationship ? Hvaluate their relative importance. \D. 0., 

Fishcr-sversionof the Q-uanlitv Theory' orMoneydifTerfrom 

i igou s . wiiicn of the two do you prefer and why ?’ (D. U., 1933). 

"7"' •“ qnttndty tlieory of money ? Does this ihooD'.P'^.ff 
adequate explanation of the forces governing the value of money ? (P- 

. '^’‘d criticism of the Quantitv Theon. ofAfor.eV that- ordinarily 

statrf It plains changes in die value of moaev, rather' dian di'e value of money. 
{E'ltr.hiTgk Lir.ic^sflj, 1954;. 

„e.x ffFecls of rising and Cilline nrices upon different sections 

of the community. [P. U., 194(5). “nung pnees uj/v 

^^'^^■vnolent or prolonged exhibition of instabilitv in the value of money 
not only the distribution but also the creation of rT^l Wraith.' Examine tho 

- , statement and discuss its validity. {EtSinhwgh W.vnsity, I9al). 

154. \r„at is inflatio.n ? A'.Tiat arc its causes ? 

India on different 

he anfl e-n^ ^ Senerai rise and lall of prices, but there cannot be a genc- 

Explain. (P. U., mi). 


fan ofvSu^^' 
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1j 6 Bring out eairfuUy ihe Moaimc consfqurnrps of airrtncv infUtmn 
[P V, 1953) 

157 DtscTibc the function) of a Central RwiV in the banking sv^tem of a 
«nui{Ty How doa a Central Bant oifluenee the price Inel ’ {D V 1953) 

153 Explain the techniques roif^oyrd fas a Central Bank to control cred t 
'How far arc these techniques rffettne’ (D V 1954) 

159 Ccw-udee the need fw ronindlmi; ninnetary supply Bnefl) enumerate 
the more im p ort a nt methMia which the Cmiral Rank of a country may adopt to 
control such supply (P U 1951) 

160 Explain the signiheance of hank rate How dixs it influence the general 
lereJ of prodoetion and prices business activity and eirplonnent '* (D V 1053} 

161 Can the rate of interest be ancfiee<n-e instrument in proetinnc economic 
SUbihly ? (Edla&urjA f’aimn/jr 1954) 

162 Examine the reUiion between the short rate and the long rate of interest. 
5Vhy IS the latter found to be more stable than the former* (f d 5, 1952) 

1C3 What are the essential features of a gtJd standard 2 Distmguisli in this 
connection between a gold currency siandanl and gold exchange standard. (D If, 
1953) 

164 Consider the ad'-anUgei \nd disadvantages of (a) a full gold standard, 
(4) a gold exchange sundard Refer to ntpenence (EJinii/rfti Lsierrnpr 1953) 

165 What svere the rules of the «ame m the operation of the gold 
slandanf (rAeiargA tsirmitr 1954) 

|66 Tlie case for the gold standard it the case for a iiiirl A ;iirr gntd standard, 
with each country folJowuig the Ailei. Explain and illustrate {P £7,1941) 

IC7 iS'hat do sou undentand by the * C^d RutUori Standard * How does it 
differ front iJie Cold Exchange Standard* ’(PH IM6) 

J68 Flueilate the merits and drawbacks of a paper currtqejr tvstrm. 
Indicate methods of control (P U , 1949) 

169 In what ways etwld the Iniemaiional XIoortxfy Fund be termed as a 

return to a gold iiandanl * AVhai tif any) are the fundamenta) difleTences 
{Efin&wgA 1954). 

170 Describe the conslinitjon and functions of Jnlemattonal Moneiary Fund, 
llowfsr doe. It con nil ihe ciirmry syilrms of its mem^r enuntriei * (f d 5, 


171 khscuis the role iff Iniemaiional Monetary Fund m promoting tie 
stability <rfe*chsjii.e rates. {IAS 1955) 


172 Txamitie the view that cvtts inrreaw in production creates itt 

Ofmind. L"urfri,^ 1951) 

173 D scurs tile plare a« gmv) to the m<Uipher'*in recent disou* « 
uncnip’oytncnt and trade fl tctualiMn RTslurjA ('■b-ernty 1951) 


174 What the Khniule rf snare nal efTciency ef capital irlt in t n t wlat 
^e rate of interest u, liut t.Se punt to winch tV output me invrui erl usfl 
tr pushed given tbe rate of interesL Dueuw thiutaterier' fP2tA"r A f rreortr 
19 j4) 

175. 4V2iar U (be contnlH oon of KeTfCS to tbe (henry of mcereef i’af 
according to tl e Keynniajj »Leor> dori the rate cf irrerot an-et the sr^u—j ef 
mploynait and the national Incsime ’ (f 4 5 1953) 


ITC. “Sliow how changes in intcsiaieni bnog aljout changes u, national 
tncoroc and employment (,/ 1 S 195*) 
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roic of cq>rct2tion ia modern rcc.rioTsic anali^is. {l.A.S^ 

i 73- &r. e s brief but lucid account of the Ket-ntaian tLeor)' cf cnlpto}'- 
niCTj., arid ccmmciit upon its as a complete explanation of the presence cf" 

uivOiUTitar) uncmpIcA-m^t in a capitalist soden-. f/. yl. 1951). 

Tnrrt major conrnbutfon of Ke)-nes to ccocomic thcfusht. (LAS., 

1939 . 1932.5 

o-'iefly !b- theory of etnp'ovinent. Can vuu emlaui 
ua„,ip o-Tc-uit in India m Eerms ef this Eii<x>rv ? f/. A. S.. I95t). 

181 Pvme-.-. cri'J^JU- the e-fTectheaess of Ehe %-arioui sleui that the State C£n- 
tas.'" lo combat ur.ftnplo'.-rrent. D. V.. 1954 

PablJc Finance. International Trade. & Planning 

choroid grr.-frn public exBcnditaie 
D.ung out then- implicabonj. 'Z) Z'.. 1951 . 

the principies ctn tihich a rational poliev of taxtation ij based. 
JO-...,, m Jus connection proErec5i-.-c ULxes. D f., 1950,:. 

? '^tical erepodtion of the economic ti.eorc, if ans-. undnlt-iiig thc- 

piibUc expendittire that arc said to contribute' to thc- 
tnmmng up o: a v.-cifarc state I. J S *t>5i 


u>tful 


ISo. Explzia tb- orinciple of ataxiniuni .Social .Ads-antage and illastratc fe 
-K.- m fr.-o.vmz a ruiiablc polics- of public expenditure. /Z>. bh. 1953/. 

c.Cfi the mata influtnces that hate contributed to the application. 

tJ,.proeresnve prmaple ht ta.xaiion? '£<£e^t^-h Zemerritr. 1952}. 

toe la-.'.- of diminishing urilitv pro-ride a theoretical ba'ir 
taxation. .£ Ptigreasis-e taxation.’ (JEAJnhutgh 

Ho-' sm-.l p.mctij^ imp-irtancc of the studs- of the incid'Tice of taxation- 

^fr.. ?^9 ’"rid-mce of on a consumable commedits-." 

^ trf.eme for raeasurieg the incidence of taxation in India l^har 

brunz abo-jt a nvire etjuitable dhtribuUon of burden ot 
taxation in tun country T !T. A. S., 1953 ^ 

rr^^S2' 03 ril- piice of a commoditv is related to thc- 

co.- 1 -.titms under s-.hicn the co.-amodity is prexiuced. iE&nhmgk liimetrifr, lP5f}. 

191. Hms- £ar can unemplo-s-ment be temfxlied ornreve^ted bv cjoxr,ycnsntrirr 
public expenditure ? 'Z. A. S.. 194g'. prexestea o. e c 

trade in corxmoditics u ^ substitute for interradonal 
mc,b,,its- of facto.rs cf prcriuction.- Explain. /. A^ 

T_., Explais ho-.'.- Sr.o countries with similar cp^nt, and rerources tnay 

trade sril* 


£53 F t : i. . ' 

reSnemcn’ci. ' Jos”” ecmparatis-c cr«is fjj j|.;. ijght of mcdenn 

E: 


V?=>fc~ supply nnd demand, acd state it-^- 

-*£-a.Z3Je,. terms o. trade. CeS pricr.Exirjgpclfcs crmcrcpohcs- 
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197. UmingiiKli bciwf<m balance of trade and balance of Accounts Explauj 
e mam items nf a country's balance of accounts (D V , 195-1) 

198 ‘The balance of payments alwam balances ' How then do >ou explain 
sequilibrium m the balance of pa>mena r Give lUustrations (/ A S, 1954) 

199 015CTJS the mccnsofdjfrcTfwi ways of rrcJifjsng a deficit »n ihe balance 
payinentj {fViaSar^A Umc*Tiilx, 1954) 

200 Weigh the effects of Dcvaluaixm on the economy of a given country that 
ay happen to adopt it (P U, 1950) 

201. What IS meant by halanccoT payments* llov. can an adverse bala&ce 
{layaients be corrected ’ (P t/, I9li) 

202 Economic theory wuiitd probably indicate a universal adoption of free 
ide Yet proirciionhasliecomeuniversal llowdoyouexplainthu fact? (D,U, 


203 Discuss the case for nroteeiton in the light of modern economic coDdi~ 
ms (P V, J931) 

201 1be validity of the ailment lor a free trade policy in any country does 
It depend on the adoption of ihe same policy in other countries ' Discuss 
IAS. IW) 

305 What are i>ie advantages and disadvantages of improvin| quantitative 
ttnccions on iinporcs to proteer domestic industnes^ (/ A S, 1955). 

20C \S’hai are the ihrontical principles of dcvrlepmenul taniT foe an under* 
velopcd economy * (/ d ^ , lOK) 

207 Examine (hr theoreiccsl posnbihtin of combating imemployinent by 
nlTt U 4 if. 1953) 

208 4Vhat IS dumping * What are its elTectson international trade* Are 
ili^umping duties abvay* efn-ctive* (D tf , 1919) 

209 W’hit do you undenund by the term “foreign exchange ?“ Discuss the 
nrers of foreign exchange and the tHirpoies f<ie whiA H is ordio^nly required 
9 1/ , 1950) 

210 Explain the purchasing power partly theory and etaminc its validiiyln 
ic light of experience (1’ A S , 1919) 

211 Discuislhe extent to which (he pufebaswR power parity theory explains 

le rater of ecchange betiveen iMUCoimtn^ Mromt/r, J953). 

212 Exjilam the rclalion between the quantity theory of money and the- 
archasing power theory of foreign exchange In what respects is the latter theory 
efc-ctive ’ (ErfinikrgS l/direriiir, 1OT2) 

213 Discuss the influences ihat determine the external valueof a currency, (a) 
nder prfd standard conditions, (t) under ineonverribJe paper nirrenors 
EAniurji Vnirrrsit/, 1951) 

2C4 'When a country Lv.on a gold slaodard, the internal value of Its currency IS 

letcnninedby i« external value, when it n notona gold standard, the peoition is 
everted Examine this statement (£^»5iirj* Miirerstp', 1954) 

215 Discuss the view that w-e shouhl aim at die itahilisanon of the mtcnial 

* foreign exchange rate of our currency Consider also the means 

ivajlable for altaining this and the extent to srhich you would expeci Iheni W be 
tfcctive (EJaiwg/i t'iiiwTjip, 1953) 

2IS *Il matters Iitllc whether prices are high or low so lone as they remain/ 
table Discuss m relation to ibeorirx cd* stataluMion (CrfisJifr/A t5mrrji/T, 1950) 
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217. 'The craze for sLability can be overdone.’ How far and in vliatsen"'"** 
5tabilu> ‘a desirable, (b) attainable? tEdirlurgk Uphtrsity, 1954). 

218. .^rgue the care for and againrt adopting cxcliange stability ar ibe goal of 

monetary poIic\'. ^D. L' , 1953}. 

219. Indicate a rolution of conflict between monetary policies design'd to 
presen. e internal and external equilibrium. ID. 1950). 

. 220 \nal\=c die cssentiah of a planned cconoiny. (P. U., 1950). 

221 elucidate the sanctions that lie behind state planning. C>n<;<!cr 

limitations / .1 S , 10^18 . 

222 "Deniorratic planning is a contradiction in terms.’’ 0iicide|c .^c} 
comment. <1. .1. S., 1949 . 

223. What are the sacnfices intolscd in planning in timVtd'vrii f "1 
countries ? Illusiraic from Indian condition' >I .1. S., 1950). 

224. Di'cuss, ssidi 'jtecial reference to India, the difTiriilties or limiMJfg 
•economic dcsclopinent in underdeveloped countries. /. .4. S.. 1951). 

225 Give a brief accreunt of the controls that are essential for th" svecco td 
working uf a planned ecoTi-nv, if IS, 1952). 
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